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OVER THE PAST THREE YEARS WE HAYE SUCCESSFULLY
COMPLETED THE TRANSITION FROM A GULE OF MEXICO PRODUCER WITH

FRONTIER EXPLORATION EMPHASIS TO A NORTH AMERICAN ONSHORE

PRODUCER WITH NUMEROUS REPEATABLE, LOW-RISK OPPORTUNITIES FOR
CROWTH. WE HAVE EXECUTED OUR 4-POINT STRATEGY TO THE LETTER
AND INITIATER A SERIES OF CHANGES AND STRATEGIC TRANSACTIONS
THAT HAYE RESHAPED OUR PORTFOLIO. AS FOREST TAKES THE NEXT STEP
TO PURTHER OUR GROWTH STRATESY, WE WILL STEADFASTLY MAINTAIN OUR

COMMITMENT TO CUR SHAREHOLDERS AND CONTINUE TO EXEBRCISE

DISCIPLINE IN OUR CHOICES AND INVESTMENTS.
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Taking The
Next Step

DEAR FELLOW
SHAREHOLDERS

2006 will be remembered as a
great year for Forest Oil, not just
in numbers, but a year of transfor-
mation thet established a platform
for future growth. Several of the
major highlights are noted on the
opposite page. As our annual
report cover illustrates, our team
continues 1o take action to create
shareholder value by building this
Company "a step at a time."Ht is
appropricte that taking steps is
synonymous with taking action
because we will never stand still
or become complacent. We are
always looking for ways to add
shareholder value. There were
many examples of this in 2006,
most notably our exit from the Gulf
of Mexico in a tax-efficient manner
followed by a direct distribution of
the proceeds to our shareholders in
the form of Mariner stock. While
taking the step away from the Gulf
of Mexico, we simultaneously took
a significant step to rebuild our
Southern Business Unit with the East
Texas acquisition. We subsequently
took another step io improve our
portfolio by creating our Alaska
subsidiary with separate non-
recourse financing. All of these
trensactions were innovative and
consistent with our stated goals. And
now in early 2007, we took another
significant step with the pending
acquisition of Houston Exploration
to further strengthen our North
American onshore asset base.

A few years ago, our Company’s
biggest challenge was to create
value from the “hand we were
dealt” We now have choices in

our investmenis and within our
own asset base for growth and
value enhancement. Our previous
goal was to have one legacy
growth asset in the Company; now
our goal is to have multiple growth
assets within each business unit
and geographic area. As we have
meniicned, we strive to be the most
innovative and efficient operator in
these areas with o goal to be more
effective than those who preceded
us. Our 2006 progress in reserve
replacement, production growth
and cost control was very strong.
We will always take steps to
increase our efficiency as opposed
to being a victim of industry
conditions. We are proud to report
that Forest essenticlly replaced the
reserves divested from the Gulf of
Mexico in 2006 with our drilling
and acquisition activities. It is now
easier to see the future growth
potential in our assets due to the
new, high quality portfolio we
have assembled. It is important
to note that based on the pro
forma combination of the Houston
Exploration assets, most of the new

H. Craig Clark
President and CEC

Company’s assets did not exist
three years ago when we begen
our work.

FUTURE STRATEGY

Our challenges are similar to those
faced by the rest of the industry

in 2007 and beyond. We may be
challenged by increased costs,
moderating commodity prices,
tougher fiscal terms, and limited
access to new resources. We have
taken steps to offset these challenges,
and although we are not “bullet-
proof,” we fared much better than
most of our competition in 2006.
Qur early focus on controlling costs,
along with our rig ownership, has
served us well in the current environ-
ment. Our exlensive invenfory is
more focused and low risk, and
along with our large undeveloped
acreage position provides an asset
portfolio that can be exploited
through a variety of market condi-
tions. Following the closing of the
Houston Exploration aequisition, our
iotal non-proved inventory for the
pro forma combined Company will
be approximately 5,600 projects.

Forrest E. Hoglund
Cha rmen of the Board
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2006 HIGHLIGHTS

* Closed spin-off of Gulf of
Mexico operations

* Created and separately financed
our Alaska subsidiary

* Rebuilt the Southern Business Unit
with the East Texas acquisition

¢ Replaced 372% of Remainco
production at an all-source finding
cost of $2,15/Mcfe; organic
finding costs were even lower
at $2.09/Mcfe

Remainco net production grew
14% while cash cost per unit
decreased 4%

Company’s growth was driven
by “Big Four” assets, which now
comprises approximately 1/3 of
our production

¢ Increased major growth areas
from 6 to 13, with current project
inventory of approximately 2,800
projects solely within Forest

Built large acreage positions in
North America near or within
existing growth plays

Negotiated pending acquisition of
Houston Exploration announced in
early 2007, which will increase
pro forma reserves to more than
2.1 Tcfe with 18 growth areas

PRODUCTION"
{MMcla/d)

350

Additionally, our net acreage
position will move to approximately
6.5 million acres, 91% of which

is undeveloped.

Qur overall strategy for building
an asset portfolio is to first assure
ourselves that we can upgrade the
portfolio with each transaction
step. This was our sole purpose in
the Gulf of Mexico and Alaska
transactions, and now with the
acquisition of Houston Exploration.
Further, we intend to enhance
each retained asset with continued
discipline in spending and margin
protection. We never buy an asset
to just deplete it; our goal is to
enhance or grow the value in some
way. We also strongly believe that
each legacy growth area should
have a back-up asset to take its
place as that growth area matures.
Forest, in fact, has several replace-
ment growth projects waiting in the
“up and comer” category to take
over or augment our “Big Four”
growth areas. This ensures our
Company's growth for many, many
years fo come. Our Company has
now evolved from the assets con-
tained in the “hand we were dealt”
to a robust group of growth asses.

Our Company and employees
received several awards in 2006
to recognize their entrepreneurship
and deal acumen. Our employees
deserve all of the credit and should

TOTAL CASH COS5TS*
[$ per Mcfe)

3.00 r

2.90

2,80

also be commended for their hard
work and accomplishments over
the past three years, particularly in
2006. We are excited to welcome
the Houston Exploration employees
to our teom in 2007, We would
like to personally thank Cort Dietler
for his past Board service and
guidance through our Company's
transformation these past several
years. Cort has elected not to stand
for reelection in 2007 and will be
deeply missed. We also want to
welcome Loren Carroll to the Forest
Board. His business background
and perspective from the oilfield
service sector will prove invaluable
to our Board of Directors.

Thanks to all of the shareholders
and partners for their support and
confidence as we prepare to take
the next steps in enhancing your
value. We are very proud of the
Company we hove created.

& bl d

FORREST E. HOGLUND
Chairman of the Board

H. CRAIG CLARK
President and CEQ




Operations

Prior to the close of The Houston
Exploration Company acquisition,
Forest has four strategic growth
areas in its portfolio that will drive
2007's forecasted production growth.
These areas are the Greater Buffalo
Wallow Area in the Panhandle of
Texas; the Wild River Field in the
Deep Basin of Alberta, Conada;
the Cotton Valley Play in East Texas
and the newly operated Katy Field
outside of Houston. Each of these
properties entails large scale,
low-risk, repectable drilling programs
which we believe can drive produc-
tion growth for the Company and
generate cash flow to Forest.

GREATER BUFFALO
WALLOW AREA

4 2006 Production Exit Rate [MMcfe/d) 40

40 2005 - 40 2006 Production Growth {%) 13

Total number of locations 739

Total locations to drill in 2007 5

Tota! number of rig years 62

Production grew to 40 MMcfe/d in
the fourth quarter of 2006 in the
Greater Buffalo Wallow Area. Overall
production has increased 100%
since the close of the acquisition in
April 2005 when production was
20 MMcfe/d. For the entire field,
Forest is drilling wells that include
3to 4 fracs per well on a drilling
inventory comprising approximately
62 rig years. Forest anticipates

utilizing 5 rigs in 2007 to drill in the

Irene Dixon 15-48A
Hemphill County, Texas
Sec. 48 , Blk. A-2, H&GN RR CO Sl
640 Acres

Permit # JRRC #

Greater Buffalo Wallow Area and
anticipates gross initial production
rates to average 3.1 MMcfe/d per
well. Blocking and tackling on our
large project inventory will be the
order for the Greater Buffalo Wallow
Area in 2007.

WILD RIVER FIELD
40 2006 Produciion Exil Rote (MMclz/d) 37
402005 - 40 2006 Production Grawth (%] T

Tetal number of locations 58

Totol fototions 1o drill in 2007 30

Tatol number of rig years 5

Arguably the best performer in
Forest's portfolio, production at Wild
River has grown to 37 MMcfe/d in
the fourth quarter of 2006, o 48%
increase from the fourth quarter of
2005 and a 311% increase from the
9 MMcte/d the field was producing
when Forest initiated a large scale
multiple rig drilling program in the
fourth quarter of 2004. With 58
future dri“ing locations, the field
has a drilling inventory comprising
approximately 5 rig years. Gross
initial production rates are expected
to average 2.3 MMcfe/d per well
in 2007 as a result of new frac
techniques being empioyed in the
field. In addition, these new frac
techniques have decreased our
average completion cost per well by
33%. The primary goals for 2007
include continued enhancement of
initial production rates through
additional frac technique improve-
ments and the implementation of
studies to identify opportunities to
downspace the field.

The photo ot left depicts the repeata-
bility of our operations in the
Greater Buffalo Wallow Area. Once
a well is drilled, the rig steps off to
the next location while the well is

completed and put on production.




COTTON VALLEY PLAY

40 2004 Produdtion Exit Rute (MMce/d) Hl
From aequisition - 40 2006 Producticn Growth (%) 62
Totaf number of locations M9
Total locations 1o drill in 2007 3b
Total number of rig years 7

In March 2006, Forest closed its
acquisition of assets located primarily
in the Cotton Valley Play, paying
approximately $255 million for 110
Bcfe of proved reserves and produc-
tion averaging 13 MMcle/d. Since
the time of the acquisition, production
has increased 2% to 21 MMcfe/d
in the fourth quorter of 2006. Our
better-than-anticipated production
wos achieved through accelerated
drilling and frac optimization, Forest
has a drilling inventory consisting of
approximately 22 rig years, or a

total of approximately 349 future
drilling locations. Gross initial pro-
duction rates are expected to average
approximately 1.2 MMcfe/d per
well. In 2007, Forest intends to drill
a horizontal well in Harrison County,
targeting @ member of the lower
Cotton Valley sand. With analysis
of the results from this well, Forest
will evoluate an increased scale,
horizontal development program.

KATY FIELD

40 2006 Production Exit Rate [MMde/d) 20
August 1, 2006 - 40 2006 Production Growth {%) 54
Total number of grojects 4
Tatal Jocations o drill in 2007 4

Effective August 1, 2006, Forest
took over complete operatorship of
the Katy Field. At that time Forest

KEY GROWTH AREA GROSS PROJECT INVENTORY* NET UKRISKED POTENTUAL (BCFE)*
FST THX FSF THX
GREATER BUFFALO WALLOW AREA 656 - 122 -
CANADA DEEP BASIN AND FOQTHILLS 153 - 102 -
ARK-LA-TEX 246 605 158 24
SOUTH TEXAS n 395 74 M9
BARNETT SHALE 119 - 129 -
PERMIAN 1,237 - 612 -
ROTKIES* * /RIOBRARA 352 1,811 55 492
TOTAL 2,784 2811 1,862 1,085

* Does not inchde cumently dooked gross projact ventory of estimated proved reserves
*“Bues wat inchude THX Uintg gross projeet inventory o nef unvisked gotenial (Bcfe)

Forest drilled 31 wells in 2006
in East Texas and plans to driil
another 36 wells in 2007 with
a two-rig program.

initiated a progrom to study 131
wells in the field, both shut-in and
producing; previous gross production
was 13 MMcfe/d. Since August
2006, gross production in the field
has increased by 54% to 20
MMcfe/d. The Sparks/Wilcox and
Frio sands are expected to yield
average gross initial production rates
of 1.5 MMcfe/d and 1.0 MMcfe/d,
respectively. 2007 will see a signifi-
cant increase in activity in the field
with work ranging from drilling new
wells to shallow recompletion work
to surface facilities focusing on
increasing production.

Note: Rig years is defined as the total number
of locations for each play divided by the
average number of wells ene rig could drill
in ane year in that respective play.




Operational
Fact Sheet

Western
2006 2005 2004

Canada
2006 2005 2004

NET PRODUCTION

NET PRODUCTION

Gos (MMcf/d) 7l 58.7 46.5
Liquids (MBbls/d) ~ 10.2 2.4 6.8

Gas {MMdl/d) 66.7 51.8 436
Liquids (MBbls/d} 31 34 35

ESTIMATED PROVED RESERVES

ESTIMATED PROVED RESERVES

Gas {Bef) 3390 367.1 2529
Liquids (MMBbl) 609 523 49
Equivalent (Bfe) ~ 704.1 680.9 5228

Gas (Bf) 197.9 1415 117.5
Liquids {MMBbIs) 57 5.0 58
Equivalent (Befe) 2321 1.5 152.1

DEVELOPED ACREAGE

DEVELOPED ACREAGE

Grass 262461 2714881 232,080 Gross 267,157 236678 185,369
Het 154267 157,556 131,602 Net 151,645 136837 103964
UNDEVELOPED ACREAGE UNDEVELOPED ACREAGE

Gross 07,190 197,206 179,529 Gross 1,082,504 1,118,462 1,378,226
Net 103,820 97,678 100,09 Net 581,746  59B481 816,340
GROSS WELL COUNT GROSS WELL COUNT

Gos 3,00 3,655 2941 Gos 512 515 471
0 7,674 7661 2135 oil 3N n e

CAPITAL EXPENDITURES In thousands

CAPITAL EXPENDITURES In thousards

$299.298 S492123 5258352

$150,955 S115M9  $158,310

Qo

2006 HIGHLIGHTS

+ |ncreased reserves 3% to 704 Befe at an oll-in reserve
replacement ratio of 171%

« Incrensed production 15% fo 132 MMcfe/d in 2006 from 115
MMcfe/d in 2005

« Record production of 40 MMcfe/d in the Grenter BuFfalo
Wallow Asen

* 100% success rate in the Grenter Buffalo Wollow Aren with
|P's averaging 3.2 MMcfe,/d due to improved technologies,
uiilization of slick-water Tracs ond deeper pay completions

* Added 12,300 acres in the Greater Buffolo Wallow Area
increasing tofal gross acreage fo 45,400 acres

+ (onfinued program in the Fusselman, Ataka ond Morrow
sands in the Greater Yermejo/Haley Areo

« Added 15,500 acres ot Greater Vermejo/Holey increasing
totaf gross acreage to 43,700 acres

« Total of 2} wells drilled with o 100% success rate in the
Central Midland Busin

# Utilized Forest owned and operated Lontern Drilling rigs

FUTURE STRATEGY

® 2067 drilling progrom calls for 289 welks and o continyed high
pace of additional projects

+ Plan to drill approximotely 54 wells in the Greater Buffalo
Wallow Area with o total of 739 future locations identified

* Progess ond interprel seismic related to the Greater Vermejo/
Holey Areq in 2007 while maintaining a one rig program

« Plan 1o drill approximately 21 wells in the Central Midland
Basin with o total of I,ZDB future locations identified

# (ontinue to leverage on the Lantern Drilling rigs as o too ta
keep tosts in check

2006 HIGHLIGHTS

* Increased reserves 35% 1o 232 Befe of on all-in reserve
replacement ratia of 204%

* Increased production 18% to 85 Mife/d in 2006 from 72
MMcfe/d in 2005

* (ontinued exploitation sirategy in the Wild River Field with a
roduction increase of 48% to u record 37 MMcfe/d in the
ourth quarter of 2006 from 25 MMcfe/d in the fourth

quarter of 2005

» 100% suceess rate with IP's in the Wild River Field averaging
2.5 MMcfe/d as o result of new frac techniques being
employed in the field

* Suceessfully drilled 11 wells in the Sundance/Anself Area

o (ompleted Waterton well in the first quarter of 2006 that
produced a gross rafe of 1214 MMcfe/d in the fourth
quarter of 2006

FUTURE STRATEGY

® 2007 drilling progrom calls for 60 wells and a confinued
high pace o? odditienal projects

* Plan to drill approximately 30 wells in the Wild River Field
with a fofal of 58 future locations identified

= (ontinue with exploration efferts in the Sundonce/Ansell
Areq, drilling 7-10 wells in 2007, with the infent to develop
the area info o karge scale mutiple rig driling program




Southern
2006 2005 2004

Alaska
2006 2005 2004

International
2006 2005 2004

NET PRODUCTION

NET FRODUCTION

ITALY: UNDEVELOPED ACREAGE

Gas (MMcl/d} 36.2 ni 347 Gas (MMcf/d) 8.7 6.4 - Gross 654,896 756,857 756,857
Liquids (MBbls/d) 30 27 32 Liquids (MBbls/d) 49 58 13 Net 654014 755975 756,857
ESTIMATED PROVED RESERVES ESTIMATED PROVED RESERVES WEST AFRICA: UNDEVELOPED ACREAGE

Gas (Bcf) 2324 125.2 140.2 Gas {Bef) 87 19.7 16.8 Gross 5180971 5,180,971 7.184,101
Liguids {MMBbls) 17.6 10.1 9.6 Liquids (MMBbls) 8.7 17.2 16.8 Net 2679180 2438252 3,890,776

Equivalent (Befe) 3381 185.8 197.4

Equivalent {Befe) 1809 1228 175

DEVELOPED ACREAGE

DEVELOPED ACREAGE

CAPITAL EXPENDITURES In thousands
56,984 §3,688 $5,755

Gross 184475 101,554 94415 Gross 52,242 308,284 301,990
tlet 102,385 5908 57,172 Net 32055 M0 N,1H4
UNDEVELOPED ACREAGE UNDEVELOPED ACREAGE

Gross 252,482 259310 208,688 Gross 1,038,532 1,475943 1,380,538
Ket 124252 172583 90093 Net 1,012,637 1,196,061 1,150,656
GROSS WELL COUNT GROSS WELL COUNT

Gas 441 344 i Gas 11 1 K]
0il 345 165 19 0il 140 1,644 1,644

CAPITAL EXPENDITURES In thousands

CAPITAL EXPENDITURES In thousands

S412.803  S39.,045 570,392

$33,585 520,437 521,928

|G
DFEIEA

2006 HIGHLIGHTS

* Increased reserves 82% to 338 Bdle at an alln reserve
replocement ratio of 867%

« Increased production 25% 1o 55 MMcfe/d in 2006 from 44
MMcfe/d in 2005

* Acquired 140 Befe of proved reserves and 13 Micle/d of
praduction in the Cotton Valley Play of Enst Texas for 5255
million in March 2006

* (ontinued explaitation strategy in the Cotton Valley Ploy
with o production increase of%% to 21 MMdle/d in the
fourth quarter of 2006 from 13 MMcle/d ot the fime of
the acquisition

» Took aver complete operations in the Katy Field drilling
seven Frio wedls in the fourth quorter of 2006 ond
tommenced a field study for recompletion and
warkaver candidates

® Entered inlo o 50750 joint venture in the Burnett Shale to
accelerate drilling operations and expand gross acreage posifion

FUTURE STRATEGY

* 2007 drillinF program calls for 52 wells ond o confinued
high pace of additional prajects

« Plan to drill approximately 36 wells in the Cotton Valley
Play with o tofal of 349 future Jocations identified

* Forest Texas Guihering Company was created 1o build out
gathering lines in the Corton Yalley Ploy to enhance recoveries
and fower cost

* Forest anticipotes a nine well Wilcox recompletion/re-entry
program in the Katy Field

* Plon to shoot ond Srotess over 130 square miles of 3D
seismic by mid-2007 ot Sabine

» Delineation of Barnett Shale ocreage with 4-6 wells planned
in 2007

2006 HIGHLIGHTS

o Inifioted and completed field studies which resulted in
increased reserves and projec! inventary

* {reated Foresi Alaska Operating LLC and successfully placed
non-recourse financing to monetize 5350 million of cosh
flow from the Alaska oil assets to allew for the deployment
of capital to ather arens of Forest

FUTURE STRATEGY
* Divestiture of Aloska subsidiary planned in 2007

2006 HIGHLIGHTS

o Submitted Ibbubesi Mon of Development and Ibhubesi Produdtion
Right application to the Sawth Africa Petroleum Agency

* Preparations for the drilling of Monta Palfano-1 (Bomba Figld)
in ltaly

* | Gobon, nequisition of 3D seismic survey, fully carried
by partner

FUTURE STRATEGY

* (ontinue [rrogress in securing Ibhubesi Production Right and
associated gas contracks in South Africo

* Evaluate 3D seismic dota acquired on Gabon acreage 1o
determine Future drifling locations

* Divestiture of Ituly and Auctralio assets




Executive Officers

H. CRAIG CLARK, 50
President and Chief Executive Officer
Years of Service: 6

DAVID H. KEYTE, 50
Executive Vice President and
Chief Finoncial Officer
Years of Service: 19

CECIL N. COLWELL, 56
Senior Vice President -
Worldwide Drilling

Years of Service: 18

LEONARD C. GURULE, 50
Senior Vice President — Alaska
Years of Service: 4

J1.C. RIDENS, 51
Seniar Vice President - Southern Region
Years of Service: 3

R. SCOT WOODALL, 45
Senior Vice President — Western Region
Years of Service: 7

Board of Directors

WILLIAM L. BRITTON, age 72, has been o
director since 1996. Mr. Britton is Chairman
Emeritus of the law firm of Benneft Jones LLP.
He served os o pariner of Bennett Jones LLP
from 1962 until December 2004, and was
Managing Partner and Chairman from 1981
to 1997. Mr. Britton is Vice Chairmon of
ATCO Lid., Canadian Utilities Limited and
CU Inc. He is o directar of Barking Power
limited, Akita Drilling Utd. and The Denver
Broncos Football Club. He is Chairman of
Hanzell Vineyords, Utd., and Geary-Market
Investment Company of California. He is o
member of our Nominating and Corporate
Governance Committee.

LOREN K. CARROLL, age 63, has been a
director since November 2006. Mr. Corroll
served as President and Chief Executive
Officer of M-l SWACQ, o fluid engineering
services company controlled by Smith
International, Inc., and as Executive Vice
President of Smith International, Inc., & supp|ier
of praducts and services 1o the ail and gas,
petrachemical, and other industrial markets
until his retirement in April 2006. He initially
joined Smith International in December 1984
as Vice President and Chief Financial Officer
and served as Executive Vice President and
Chief Financiol Officer during 1988 and
1989. Mr. Carroll rejoined Smith International
in 1992 as Executive Vice President and
Chief Financial Officer. Mr. Carrol! also
serves as o direclor of Smith International,
Inc., Fieetwood Enterprises, Inc., a producer of
recreational vehicles and manufactured homes,
ond CGG-Veritas, a geophysical services and
equipment company. Mr. Carroll is o member of
our Compensation Committee and Neminating
and Corporate Governance Committee.

CORTLANDT 5. DIETLER, age 85, hos been
o director since 1996, Mr. Dietler has served
as Chairmen of the Board of TransMontaigne
Inc., an independent provider of supply chein
management for fuel, since April 1995 and
served os Chief Executive Officer from 1995
1o 1999, Mr. Dietler is o director of Hallador
Pelroleum Cempany and Cimarex Energy
Co., which are oil and gos exploration and
production companies. He is the Chairman of

our Nominating and Corporate Governance
Committee and is a member of our
Compensation Committes,

DOD A. FRASER, age 56, has been a
director since 2000. Mr. Fraser is President
of Sackett Partners Incorporaled, a consulting
company, and member of corporate boards,
since 2000. Previously, Mr. Fraser was an
investment bonker: a General Pariner of
lazard Freres & Co. and most recently ¢
Managing Director and Group Executive of
Chase Manhattan Bank, now JP Morgan
Chase, where he led the glohal oil and gas
group. Mr. Fraser is o board member of
Smith International, Inc., an cilfield service
company, and Terra Industries, [nc., a nitrogen-
based fertilizer company. Mr. Fraser serves
as Chairman of our Audit Committee and is a
member of our Nominating and Corperate
Governance Committee.

FORREST E. HOGLUND, age 73, has been
o director since 2000, Mr. Hoglund has
served as our non-executive Chairman of the
Board since September 2003, Mr. Hoglund
has served os Chairman and Chief Executive
Officer of SeaOne Maritime Corp., o natural
gas transportation company, since December
2004. Mr. Hoglund has served as Chairman
and Chief Executive Officer of Arctic Resources
Company, Lid., a natural gas pipeline compa-
ny, since 2000. He served as Chairman of
the Board of EQG Resources, Inc. from 1987
to 1999 and President from 1990 t0 19964,
M. Hoglund serves as Chairman of our
Executive Committee and is @ member of ocur
Compensaticn Committee.

JAMES H. LEE, age 58, has been a director
since 1991, Mr. Lee has served os the
Managing General Partner of Lee, Hite &
Wisda Utd., an oil and gas consuliing and
exploration firm, since 1984, Mr. lee is a
directar of Frontier Qil Corporation, a crude
oil refining and wholesale marketing company.
He is o member of our Audit Committee and
our Executive Committee.

MATTHEW A. WURTZBACHER, 44
Senior Vice President -

Corporate Planning ond Development
Years of Service: 8

CYRUS “SKIPY D. MARTER IV, 43
Vice President, General Counsel

and Secrefary

Years of Service: 5

VICTOR A, WIND, 33
Corporate Controller
Years of Service: 2

JAMES. D. LIGHTNER, age 54, has been o
director since 2004. Mr. Lightner is o Portner
ond Chief Executive Olficer of Orian Energy
Partners, an oil and gas exploration and
production company. From 1999 to 2004,
M. Lightner served in various capacities with
Tom Brown, Inc., an il and gas exploration
and production company, including Director,
Chairman, Chief Executive Oftficer and
President, Prior 1o 1999, he served as Vice
President and General Monoger of EOG
Resources, Inc. Mr. Lightner is a director of
W.H. Energy Services Inc., an cil field services
company and Cornerstane E&P Company LP,
a private ol ond gos exploration and
production company. He is the Chairman of
our Compensation Committee.

PATRICK R. MCDONALD, age 49, has been
& director since 2004. Mr. McDonald has
served as Chiel Executive Officer, President
and Director of Nytis Exploration Company,
an oil and gas exploration company, since
April 2003. From 1998 1o 2003, Mr.
McDonald served as President, Chief Executive
Officer, ond Director of Carbon Energy
Corporation, an oil and gas exploration and
production company. From 1987 to 1997,
he served as Chairman, Chief Executive
Officer, and President of a company that he
founded, Interenergy Corporation, a natural
gus gathering, processing, and marketing
company. Mr. McDoncld is o member of our
Audit Committee.

4. CRAIG CLARK, age 30, has served as
our President and Chief Execufive Officer and
as a director of Forest since July 2003, Mr.
Clark joined Forest in September 200) and
served as President and Chief Operating
Officer. He was appointed President and
Chief Executive Officer on July 31, 2003.

Mr. Clark wos previously employed by Apcche
Corporation in Houston, Texas, an independenr
energy company, from 1989 to 2001. He
served in various management positions
during this period, including Executive Vice
President— U.S. Operations and Chairman
and Chief Executive Officer of Pro Energy, an
offiliate of Apache. Mr. Clark is @ member of
our Executive Committee.
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PART 1
item 1. Business.
General

Forest is an independent oil and gas company engaged in the acquisition, exploration, development,
and production of natural gas and liquids primarily in North America. Forest was incorporated in New
York in 1924, as the successor to a company formed in 1916, and has been a publicly held company since
1969. Throughout this Form 10-K we use the terms “Forest,” “Company,” “we,” “our,” and “us” to refer to
Forest Oil Corporation and its subsidiaries.

We conduct our operations in three geographical segments and five business units. Geographical
segments include: the United States, Canada and International. Business units include: the Western
United States (“Western”), Southern United States (“Southern™), Alaska, Canada and International. We
conduct exploration and development activities in each of our geographical segments; however, all of our
estimated proved reserves and producing propertics are located in North America. While discoveries of oil
and gas have been made in our International business unit, no proven reserves have been recorded to date.
At December 31, 2006, approximately 84% of our estimated proved oil and gas reserves were in the United
States and approximately 16% were in Canada. Forest’s total estimated proved reserves as of
December 31, 2006 were 1,455 Befe.

In the following discussion, we make statements that may be deemed “forward-looking” statements
within the meaning of Section 27A of the Securities Act of 1933 and Section 21E of the Securities
Exchange Act of 1934. See “Forward-Looking Statements,” below, for more details. We also use a number
of terms used in the oil and gas industry. See the heading “Glossary of Oil and Gas Terms,” below, for the
definition of certain terms.

Pending Acquisitien of Houston Exploration

On January 7, 2007, Forest announced it had entered into a definitive agreement and plan of merger
pursuant to which The Houston Exploration Company (“Houston Exploration™) will merge with and into
Forest in a stock and cash transaction totaling approximately $1.5 billion plus the assumption of debt.
Houston Exploration is an independent natural gas and oil producer engaged in the exploration,
development, exploitation and acquisition of natural gas and oil reserves in North America with operations
in the following four producing areas in the United States: South Texas, East Texas, the Arkoma Basin of
Arkansas, and the Uinta and DJ Basins in the Rocky Mountains, The boards of directors of Forest and
Houston Exploration have each unanimously approved the transaction. The transaction is subject to
regulatory approvals and other customary conditions, as well as both Forest shareholder and Houston
Exploration stockholder approvals. Forest management and its board of directors will continue in their
current positions with Forest following the completion of the merger. The merger is expected to close in
the second quarter of 2007,

Under the terms of the merger agreement, Houston Exploration stockholders are to receive total
consideration equal to (.84 shares of Forest common stock and $26.25 in cash for each share of Houston
Expioration common stock outstanding. This represents estimated merger consideration of 23,6 million
shares of Forest common stock and cash of approximately $740 million, or $52.47 per share, to be received
by the Houston Exploration stockholders (based on the closing price of Forest’s common stock on
January 5, 2007 and the number of shares of Houston Exploration common stock outstanding on
January 4, 2007 and subject to increase in the event that any additional shares of Houston Exploration
common stock are issued prior to the merger closing date in connection with the exercise of outstanding
stock options pursuant to the terms of the merger agreement). The actual amount of total cash and stock
consideration to be received by each Houston Exploration stockholder will be determined by elections, an




equalization formula and a proration procedure. It is anticipated that the transaction will be tax free to
Houston Exploration and the stock portion of the consideration will be received tax free by its
stockholders. The cash component of the acquisition is expected to be financed under an amended and
restated revolving credit facility of up to $1.4 billion for which JPMorgan Chase Bank, N.A. has provided
us a commitment letter.

Spin-off of Offshore Gulf of Mexico Operations

On March 2, 2006, Forest completed the spin-off of its offshore Gulf of Mexico operations by means
of a stock dividend, which consisted of a pro rata spin-off (the “Spin-off”) of all outstanding shares of
Forest Energy Resources, Inc. (hereinafter known as Mariner Energy Resources, Inc. or “MERI"), a total
of 50,637,010 shares of common stock, to holders of record of Forest common stock as of the close of
business on February 21, 2006. Immediately following the Spin-off, MERI was merged with a subsidiary of
Mariner Energy, Inc. (“Mariner”) (the “Merger”). Mariner’s common stock commenced trading on the
New York Stock Exchange on March 3, 2006. The Spin-off was completed without the payment of
consideration by Forest shareholders and consisted of a special dividend of 0.8093 shares of MERI for
cach outstanding share of Forest common stock. In the Merger, Forest sharcholders received one share of
Mariner common stock for each whole share of MERI that they held. The Spin-off was a tax-free
transaction for federal income tax purposes.

Business Strategy

Our strategy includes four key points: to provide organic growth, make strategic acquisitions, control
costs, and remain financially flexible.

Organic Growth

The acquisitions of The Wiser Qil Company in 2004, the Buffalo Wallow field in 2005, and the East
Texas Cotton Valley assets in 2006 provide, and we also expect the proposed acquisition of Houston
Exploration to provide, assets conducive to low-risk, repeatable development and exploitation
opportunities. In 2007, Forest expects organic growth from its planned exploitation activities, including
exploration and development drilling, workovers, stimulation treatments, water floods, and recompletions.

Make Strategic Acquisitions

We pursue strategic acquisitions that meet our criteria for investment returns and that are consistent
with our operational focus. We believe this enables us to leverage our technical expertise and existing land
and infrastructure positions. Since the inception of our four-point plan in 2003, through 2006, we have
spent approximately $1.5 billion (including deferred tax gross ups of $151 million recorded in connection
with business combinations) to acquire approximately 838 Bcfe of estimated proved reserves. In general,
our acquisition program since 2004 has focused on acquisitions of properties that have substantial
development drilling opportunities and undeveloped acreage.

During 2006, we made approximately $316 million of oil and gas acquisitions, including the acquisition
of oil and gas properties located primarily in the Cotton Valley trend in East Texas (“Cotton Valley
assets”) for approximately $255 million in cash, as adjusted to reflect an economic effective date of
February 2, 2006. At the time the acquisition was announced, the Cotton Valley assets included
approximately 26,000 net acres, an estimated 110 Befe of estimated proved reserves, and production of 13
MMcfe per day. Of the 26,000 net acres, approximately 14,000 net acres were undeveloped.

During 2005, we made approximately $314 million of oil and gas acquisitions (including approximately
$71 million of deferred tax gross ups). The largest acquisition was of oil and gas properties in the Buffalo
Wallow area in the Texas Panhandle in April 2005. The Buffalo Wallow transaction included the payment




of $197 million in cash and the assumption of $35 million of debt to acquire approximately 120 Befe of
estimated proved reserves and approximately 28,000 net acres primarily in Hemphill and Wheeler
Counties, Texas.

During 2004, we made approximately $436 million of oil and gas acquisitions (including approximately
$47 million of deferred tax gross ups). Our largest acquisition in 2004 was of The Wiser Qil Company
(“Wiser”) in June 2004 which included oil and gas assets valued at $347 million. The Wiser transaction
included the payment of $171 million in cash and the assumption of $163 million of debt to acquire
approximately 186 Befe of estimated proved reserves and approximately 388,000 net acres.

Focus on Cost Control

Maintaining capital spending discipline and a focus on cost control are keystones of Forest’s business
philosophy. We establish budgets that are designed to generate discretionary cash flow in each of our
producing business units. A critical area of our cost control efforts is lease operating expense. While in a
period of rising costs in the oil and gas sector, we have successfully kept our per-unit lease operating
expenses attributable to the properties retained after the Spin-off at levels near those achieved in 2004. See
“Lease Operating Expenses” and the accompanying table on page 34. Lease operating expense attributable
to the retained properties was $1.21 per Mcfe in 2006 compared to $1.19 per Mcfe in 2004.

Maintain Financial Flexibility

We seek to maintain financial flexibility and sufficient liquidity to capitalize on opportunities as they
arise. Generally, we attempt to maintain a debt-to-book capitalization ratio of between 30% and 40% but
may occasionally exceed this range when conditions warrant using leverage to make strategic acquisitions.
At December 31, 2006, for example, our debt-to-book capitalization ratio was 46%, which was higher than
our targeted ratio. The higher leverage was due to two transactions in 2006. The Spin-off, which was
accounted for as a special dividend, reduced our shareholders’ equity by over $500 million. In addition, we
utilized our bank credit facilities in 2006 to purchase the Cotton Valley assets for $255 million as described
above. Upon closing the pending acquisition of Houston Exploration, our debt-to-book capitalization ratio
will likely increase to approximately 50% due primarily to the approximate $740 million of cash
consideration expected to be paid and other Houston Exploration debt to be assumed. However, as
discussed below, we have recently announced plans to sell our Alaska business unit in 2007 in order to
reduce indebtedness. At December 31, 2006, we had approximately $33 million of cash on hand and
$489 million available under our credit facilities.

Hedging is an important part of our strategy to mitigate our exposure to commodity price volatility.
We have a board-approved policy related to commodity hedging activities. As of February 27, 2007 we
have hedged, via swaps and collar instruments, approximately 55 Befe of our 2007 production.




Business Unit Activities

The production volumes, estimated proved reserves, and capital expenditures for our business units as
of and for the year ended December 31, 2006 are summarized below.

Production Reserves Capital Expenditures
Natural OQil& Average Exploration
Gas NGLs Total Daily Total and Property
Business Unit (MMch (MBbls) (MMcfe) (MMcfe) (Befe) Development Acquisitions _Total'®
(In Thousands)

Southern:

Offshore™ . ........... 6,378 275 8028 220 — % 36,487 672 37,158

Onshore.............. 13,195 1,111 19,861 544 338.1 120,188 292,615 412,803
WESIEIT ..o v veee e 25924 3,730 48304 1324 704.1 277,372 22,026 299,398
Alaska.............oo.0 3177 1,1 13,803 378 180.9 33,585 — 33,585
Canada................. 24350 1,139 31,184 854 232.1 150,955 — 150,955
International . ........... —_— — — — — 6,984 — 6,984
Total......ovvnr i 73,024 8026 121,180 332.0 1,455.2 $625,571 315,313 940,884

() The offshorc component of the Southern business unit represented the offshore Gulf of Mexico operations that were included
in the Spin-off, which was completed on March 2, 2006 as discussed above.,

Does not include estimated discounted asset retirement obligations of $2.4 million, including $1.0 million assumed in
connection with acquisition activities.

6]

Southern

The Southern business unit’s onshore operations are located in East Texas, South Texas, and
Louisiana Gulf Coast. The onshore portion of the Southern business unit had a production increase of
249% in 2006 compared to 2005. Production was increased through a combination of acquisitions and
exploitation, including a drilling program that totaled 56 gross wells in 2006, The Southern business unit’s
major capital expenditures in 2007 are expected to be primarily directed to its East Texas Cotton Valley
field as well as the Katy ficld outside of Houston, in which the Company gained operatorship in
August 2006.

Western

The Western business unit’s operations are located in the Texas Panhandle, West Texas, New Mexico,
western Oklahoma, Utah and Wyoming. The Western business unit had a production increase of 15% in
2006 compared to 2005 primarily due to the continued development of the Buffalo Wallow field and
exploration success in the Greater Haley/Vermejo fields in Texas. In 2007, capital expenditures in this
business unit are expected to be primarily targeted in the Buffalo Wallow field and the Permian Basin.

Alaska

The Alaska business unit’s operations are primarily located onshore and offshore Cook Inlet. The
Alaska business unit had a production decrease of 8% in 2006 compared to 2005. Production decreased
due to natural declines in the non-operated offshore oil ficlds offset in part by increased natural gas
production in 2006 from our onshore gas exploration program. Effective October 31, 2006, we transferred
the majority of the assets associated with the Alaska business unit to a separate subsidiary which obtained
$375 million of term loan financing that is secured by substantially all of the subsidiary’s assets and is
nonrecourse to Forest’s other assets. See Note 4 to the Consolidated Financial Statements. In
January 2007, the Company announced its plans to sell its Alaska business unit in order to reduce
indebtedness associated with the pending acquisition of Houston Exploration.




Canada

The Canada business unit’s operations are located primarily in Alberta and British Columbia. The
Canada business unit had a production increase of 189 in 2006 compared to 2005. Production was
increased through development and exploratory drilling in the Wild River, Ansell and Foothills areas in
central Alberta. In 2007, capital expenditures in this business unit are expected to be directed primarily in
the Wild River, Evi/Loon, Ansell, and Foothills areas.

International

The International business unit’s operations are located primarily in South Africa, Gabon and ltaly. In
2006, the International business unit completed the drilling of a shallow oil prospect in Gabon which was
found to be dry; however, the majority of the drilling costs were carried by our partners. In South Africa,
the International business unit continued to pursue commercial development of the Ibhubesi field
discovery. The business unit filed a production right application and also continued efforts toward securing
gas contracts for the Ibhubesi field. In 2007, the business unit plans to drill a gas test well in central Italy
which was originally planned for 2006 but was delayed due to rig availability following the receipt of the
drilling permit.

Reserves

The following table shows our estimated quantities of proved reserves as of December 31, 2006 and
2005. All estimated proved reserves are currently located in North America. See Note 15 to the
Consolidated Financial Statements for additional information regarding estimated proved reserves.

December 31,
2006 2005
Retained Spin-off
Total Properties'" Properties Total
Proved developed:
Natural gas (MMcf).......... ..o it 566,139 497,213 142,143 639,356
Liquids (MBbls)............ ..ot 78,280 62,805 8,792 71,597
Total(MMcfe) ...t 1,035,819 874,043 194,895 1,068,938
Proved undeveloped:
Naturalgas (MMcf). ...... .. .. .. ... .. .. 211,900 156,328 88,999 245,327
Liquids (MBDbls).......... ..o it 34,584 21,771 3,702 25,473
Total MMcfe) ... 419,404 286,954 111,211 398,165
Total proved:
Naturalgas (MMcf). ........ ... .. ... 778,039 653,541 231,142 884,683
Liquids (MBbls) . ............. .. ... ... ... 112,864 84,576 12,494 97,070
Total (MMefe) ........ ..o i 1,455,223 1,160,997 306,106 1,467,103

M “Retained Properties” refers to the properties and associated estimated proved reserves retained by Forest following the Spin-
off transaction completed on March 2, 2006. The “Spin-off Properties” and associated estimated proved reserves relate to
Forest's offshore Gulf of Mexico properties, which were included in the Spin-off, as discussed above.

Uncertainties are inherent in estimating quantities of proved reserves, including many factors beyond
our control. Reserve engineering is a subjective process of estimating subsurface accumulations of oil and
gas that cannot be measured in an exact manner, and the accuracy of any reserve estimate is a function of
the quality of available data and its interpretation. As a result, estimates by different engineers often vary,
sometimes significantly. In addition, physical factors such as the results of drilling, testing, and production
subsequent to the date of an estimate, as well as economic factors such as change in product prices or
development and production expenses, may require revision of such estimates. Accordingly, oil and gas




quantities ultimately recovered will vary from reserve estimates. See Item 1A—“Risk Factors,” for a
description of some of the risks and uncertainties associated with our business and reserves.

Forest annually files estimates of its oil and gas reserves with the U.S. Department of Energy
(“DOE"). During 2006, we filed estimates of our oil and gas reserves as of December 31, 2005 with the
DOE, which were consistent with the reserve data reported for the year ended December 31, 2005 in
Note 15 to the Consolidated Financial Statements.

Independent Audit of Reserves

For financial reporting purposes, including this Form 10-K, Forest uses reserve estimates prepared by
its internal staff of engineers. A substantial portion of our reserves are audited by independent petroleum
engineers engaged by Forest. Our reserve audit procedures require the independent reserve engineers to
prepare their own independent estimates of proved reserves for fields comprising at least 80% of the
aggregate value of Forest’s year-end proved reserves, discounted at 10% per annum, for each country in
which Forest owns fields for which proved reserves have been recorded. The fields selected for audit
comprise at least the top 80% of Forest’s fields based on the discounted value of such fields and a
minimum of 80% of the value added during the year through discoveries, extensions, and acquisitions.
Forest may also include fields that fall cutside of the top 80% that represent material volumes of proved
reserves, have experienced material revisions to prior estimates of proved reserve volumes or value, or
have experienced changes as a result of new operational activity. The procedures prohibit exclusions of any
fields, or any part of a field, that comprises part of the top 80%. The independent reserve engineers then
compare their estimates to those prepared by Forest. The independent reserve audits prepared for Forest
are not financial audits and are not performed in accordance with the established generally accepted
financial audit procedures. Instead, a reserve audit is conducted based on rules and regulations, reserve
definitions, and costs and price parameters specified by the Securities and Exchange Commission (“SEC”).

For the year-end 2006, we engaged DeGolyer and MacNaughton, an independent petroleum
engineering {irm, to perform reserve audit services. DeGolyer and MacNaughton independently audited
estimates relating to properties constituting approximately 83% of our reserves, as of December 31, 2006,
based on reserve values. When compared on a field-by-ficld basis, some of Forest’s estimates of net proved
reserves were greater and some were less than the estimates prepared by DeGolyer and MacNaughton.
However, there was no material difference, in the aggregate, between Forest’s internal estimates of total
net proved reserves and the estimates prepared by DeGolyer and MacNaughton for the fields subject to
the audit.




Drilling Activities

During 2006, we drilled a total of 382 gross wells, of which 158 were classified as exploration and 224
were classified as development. Qur 2006 drilling program achieved a 98% success rate. The following
table summarizes the number of wells drilled during 2006, 2005, and 2004, excluding any wells drilied
under farmout agreements, royaity interest ownership, or any other wells in which we do not have a
working interest. As of December 31, 2006, we had 27 gross (16 net) wells in progress in the United States
and 18 gross (10 net) wells in progress in Canada.

Year Ended December 31,
2006 2005 2004
Gross Net Gross Net (ross Net

Development wells, completed as:

Gaswells . ... ... ... 210 52 232 32 58 25
Oilwells. ... ... .o 13 11 16 14 34 31
Non-productive™ . ......... ... i 11 3 3 6 5
TOM. + o\ e et e e e 24 64 251 49 98 6l
Exploratory wells, completed as:
Gaswells............ .. . 135 68 100 51 36 20
Oilwells. ... ... 15 9 31 27 1 1
Non-productive™ . .. ... ... .. ... 8 5 1w 35 9 5
Total.... ... ... 158 8 141 8 46 26

M A non-productive well is a well found to be incapable of producing either oil or natural gas in sufficient quantities to justify
completion as an oil or natural gas well; also known as a dry well {or dry hole).

Productive Wells

Productive wells consist of producing wells, and wells capable of production, including shut-in wells.
One or more completions in the same well bore are counted as one well. As of December 31, 2006, Forest
owned interests in 410 gross wells containing multiple completions. The following table summarizes our
productive wells as of December 31, 2006, all of which are located in the United States and Canada:

United States Canada Total
Operated and
Operated Non-operated Operated Non-operated Non-Operated
Wells Wells” Wells Wells Wells
Gross Net Gross Net Gross Net Gross Net Gross Net
Gas ..o 719 620 2,824 161 353 279 219 57 4115 1,117
Oil...........oool L 1,991 1,792 1,168 283 234 209 95 20 3488 2,304
Total.................. 2,710 2412 3,992 444 587 488 314 77 7,603 3421

@ The large variance between gross and net non-operated wells is primarily a result of our ownership interest in approximately
2,539 gross gas wells in the San Juan Basin with an average working interest of approximately 2%.




Acreage

The following table summarizes developed and undeveloped acreage in which we owned a working
interest or held an exploration license as of December 31, 2006 and 2005. A majority of our developed
acreage in the United States and Canada is subject to mortgage liens securing our bank credit facilities.
Acreage related to royalty, overriding royalty, and other similar interests is excluded from this summary, as
well as acreage related to any options held by us to acquire additional leasehold interests.

December 31,
2006 2005
Developed Undeveloped Developed Undeveloped
Acreage Acreage Acreage Acreage
Location Gross Net Gross Net Gross Net Gross Net
United States:
Southern:
Offshore .............. —_ — — — 883,340 364,509 335,992 219446
Onshore .............. 184,475 102,385 252,482 124,252 101,554 59,118 259,310 122,583
Western.........covvunn.. 262,461 154,267 207,190 103,820 274,881 157,556 197,206 97,678
Alaska.................. 52,242 32,155 1,038,532 1,012,637 308,284 34,029 1,425,943 1,196,061
499,178 288,807 1,498,204 1,240,709 1,568,059 615,212 2,218,451 1,635,768
Canada.................... 267,157 151,645 1,082,504 381,746 236,678 136,837 1,118,462 598,481
International:
South Africa............. — — 2,771,695 1,474,542 — — 2,771,695 1,474,542
Gabon.................. —_ — 2,409,276 1,204,638 — — 2,409,276 963,710
ftaly .................... — — 654,896 654,014 — — 756,857 755975
— — 5,835,867 3,333,194 — — 5937828 3,194,227
Total. . ......covviviinens. 766,335 440,452 8,416,575 5,155,649 1,804,737 752,049 9,274,741 5,428,476

At December 31, 2006, approximately 1% and 9% of our net undeveloped acreage in the United
States and Canada was held under leases that have terms that will expire in 2007 and 2008, respectively, if
not extended by exploration or production activities. In the first quarter of 2007, we relinquished two

permits in Italy comprising 363,853 gross and net undeveloped acres. The South African national

government recently adopted legislation to revise the process pursuant to which it grants petroleum
exploration and production licenses. Under the new regulations, we have applied to the government to
convert one existing prospecting sublease into an exploration right. In addition, we are in the process of
applying for a production right covering the geographic area of our other existing prospecting sublease.
Because the regulations implementing the new legisiation in South Africa are not yet final, we cannot
predict whether these applications, if granted, will meet our economic or operational requirements, in

which event we may choose to relinquish our rights.




Production, Average Sales Prices, and Production Costs

The following table reflects production, average sales price, and production cost information for the
years ended December 31, 2006, 2005, and 2004.

United States Canada Total Company
2006 2005 2004 2006 2005 2004 2006 2005 2004

Natural Gas:

Sales price received (per Mcf) .... § 621 7.53 6.10 5.07 6.70 423 5.83 7.37 5.82
Efiects of energy swaps and collars
(perMcD®............ ..., (37 (1.24) (.56} — — — {.25) (1.01) (.48)
Average sales price (per
MeB¥ oo $ 584 6.29 5.54 5.07 6.70 423 5.58 6.36 5.34
Natural gas sales volumes (MMcf) . 48,674 82,912 91,420 24350 18921 15946 73,024 101,833 107,366
Ligunids:
Qil and Condensate:
Sales price received (per Bbly. . ... $ 62.18 52.78 3924 5089 4192 3549 60.79 51.67 3888
Effects of energy swaps and collars
(per BB ... ..l (4.94) (11.22) (7.84) — — — (4.34)  (10.07) (7.09)
Average sales price (per
Bb)M . $ 5724 41.56 3140 50.89 4192 3549 56.45 41.60 31.79
Natural gas liquids:
Average sales price (per Bbl) . .. .. $ 3202 29.61 26.05 4140 3615 2808 3385 30.76 26.56
Total liquids:
Average sales price (per
BoD™ $ 5122 39.12 3075 4756 4004 3325 50.70 3923 31.05
Liquids sales volumes
(MBbls) ..........ooiiiit 6,887 9,316 9,550 1,139 1,252 1,287 8,026 10568 10,837
Average sales price (per
Mefe). oo $ 7.08 6.38 5.38 5.69 6.69 4.66 6.72 6.43 5.28
Total sales volumes (MMcfe)....... 89,996 133,808 148,720 31,184 26,433 23,668 121,180 165241 172388
Production costs {per Mcfe):
Lease operating expenses. ....... $ 14 1.30 1.15 9 i | 76 1.28 1.21 1.10
Production and property
TAXES . oo A0 29 21 10 11 .05 32 26 19
Transportation and processing costs A3 .10 09 32 22 A3 .18 12 .10
Total production costs {per
Mcfe) ... $ 194 1.69 145 1.33 1.04 94 178 1.59 1.38

M Include the effects of hedging under cash flow hedge accounting. See Part I1, Item 7—*Management’s Discussion and Analysis
of Financial Cendition and Results of Operations”, concerning our hedging activities and the effects of energy swaps and collars
not accounted for under cash flow hedge accounting,

Marketing and Delivery Commitments

Our oil and gas production is sold to various purchasers in accordance with our credit policies and
procedures. These policies and procedures take into account the credit-worthiness of potential purchasers
in choosing purchasers at a given delivery point. We believe that the loss of one or more of our current
natural gas spot purchasers would not have a material adverse effect on our ability to sell our production,
because any individual spot purchaser could be readily replaced by another spot purchaser, absent a broad
market disruption. In 2006, sales to FB Energy Canada Corp and Tesoro Alaska Petroleum Company
represented approximately 12% and 13%, respectively, of our total oil and gas revenue.

Our natural gas production is typically sold on a month-to-month basis in the spot market, priced in
reference to published indices. Our production of oil and natural gas liquids is typically sold under short-
term contracts at prices based upon posted field prices, and is typically sold at the wellhead. In Canada, a
portion of our natural gas production is also sold through a joint venture with other producers (the
“Canadian Netback Pool”), which is a long-term commitment, or under direct sales contracts or spot




contracts. See Part 11, Item 7A—*“Quantitative and Qualitative Disclosures about Market Risk,” below, for
further details.

Competition

Forest encounters competition in all aspects of its business, including acquisition of properties and oil
and gas leases, marketing oil and gas, obtaining services and labor, and securing drilling rigs and other
equipment necessary for drilling and completing wells. Our ability to increase reserves in the future will
depend on our ability to generate successful prospects on our existing properties, execute on major
development drilling programs, acquire new producing properties, and acquire additional leases and
prospects for future development and exploration. Factors that affect our ability to acquire properties
include, among others, availability of desirable acquisition targets, staff and resources to identify and
evaluate properties, available funds, and internal standards for minimum projected return on investment.
Higher recent commodity prices have increased both equipment, service and labor costs in the industry as
well as the cost of properties available for acquisition and a large number of the companies that we
compete with have substantially larger staffs and greater financial and operational resources, Because of
the nature of our oil and gas assets and management’s experience in exploiting our reserves and acquiring
properties, management believes that we effectively compete in our markets,

Regulation

QOur oil and gas operations are subject to various United States federal, state, and local laws and
regulations and foreign laws and regulations.

United States

Various aspects of our oil and natural gas operations are subject to regulation by state and federal
agencies. All of the jurisdictions in which we own or operate producing crude oil and natural gas properties
have adopted laws regulating the exploration for and production of crude oil and natural gas, including
laws requiring permits for the drilling of wells, imposing bonding requirements in order to drill or operate
wells, and providing authority for regulation relating to the location of wells, the method of drilling and
casing wells, the surface use and restoration of properties upon which wells are drilled, and the
abandonment of wells. Our operations are also subject to various conservation laws and regulations, These
include the regulation of the size of drilling and spacing units or proration units, the number of wells which
may be drilled in an area, and the unitization or pooling of crude oil and natural gas properties. In
addition, state conservation laws sometimes establish maximum rates of production from crude oil and
natural gas wells, generally prohibit the venting or flaring of natural gas, and impose certain requirements
regarding the ratability or fair apportionment of production from fields and individual wells.

Certain of our operations are conducted on federal land pursuant to oil and gas leases administered
by the Burcau of Land Management (“BLM”). These leases contain relatively standardized terms and
require compliance with detailed BLM regulations and orders (which are subject to change by the BLM).
In addition to permits required from other agencies, lessees must obtain a permit from the BLM prior to
the commencement of drilling and comply with regulations governing, among other things, engineering
and construction specifications for production facilities, safety procedures, plugging and abandonment of
Outer Continental Shelf (“OCS”) wells, the valuation of production, and the removal of facilities. Under
certain circumstances, the BLM or the Mineral Management Service (“MMS”), as applicable, may require
our operations on federal leases to be suspended or terminated. Any such suspension or termination could
materially and adversely affect our financial condition and operations.

Additional proposals and proceedings that might affect the oil and gas industry are regularly
considered by Congress, the states, the FERC, and the courts. We cannot predict when or whether any
such proposals may become effective. No material portion of Forest’s business is subject to renegotiation
of profits or termination of contracts or subcontracts at the election of the federal government.
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Canada

The oil and natural gas industry in Canada is subject to extensive controls and regulations imposed by
various levels of government. Federal authorities do not regulate the price of oil and gas in export trade.
Legislation exists, however, that regulates the quantities of oil and natural gas which may be removed from
the provinces and exported from Canada in certain circumstances. Regulatory requirements also exist
related to licensing for drilling of wells, the method and ability to produce wells, surface usage,
transportation of production from wells, and conservation matters. We do not expect that any of these
controls and regulations will affect Forest in a manner significantly different from other oil and natural gas
companies of similar size with operations in Canada.

The provinces in which we operate have legislation and regulation which govern land tenure, royalties,
production rates and taxes, environmental protection, and other matters under their respective
jurisdictions. The royalty regime in the provinces in which we operate is a significant factor in the
profitability of our production. Crown royalties are determined by government regulation and are typically
calculated as a percentage of the value of production. The value of the production and the rate of royalties
payable depend on prescribed reference prices, well productivity, geographical location, and the type or
quality of the product produced. Any royalties payable on production from privately owned lands are
determined by negotiations between Forest and the landowners.

Environmental Regulation

As a lessee and operator of onshore and offshore oil and natural gas properties in the United States
and Canada, we are subject to stringent federal, state, provincial, and local laws and regulations relating to
environmental protection as well as controlling the manner in which various substances, including wastes
generated in connection with oil and gas exploration, production and transportation operations, arc
released into the environment. Compliance with these laws and regulations can affect the location or size
of wells and facilities, prohibit or limit the extent to which exploration and development may be allowed,
and require proper closure of wells and restoration of properties when production ceases. Failure to
comply with these laws and regulations may result in the assessment of administrative, civil, or criminal
penalties, imposition of remedial obligations, incurrence of capital costs to comply with governmental
standards, and even injunctions that limit or prohibit exploration and production operations or the disposal
of oilfield generated substances.

We currently operate or lease, and have in the past operated or leased, a number of properties that
for many years have been used for the exploration and production of oil and gas. Although we have
utilized operating and disposal practices that were standard in the industry at the time, hydrocarbons or
other wastes may have been disposed of or released on or under the properties operated or leased by us or
on or under other locations where such wastes have been taken for disposal. In addition, many of these
properties have been operated by third parties whose treatment and disposal or release of hydrocarbons or
other wastes was not under our control. These properties and the wastes disposed thereon may be subject
to laws and regulations imposing joint and several, strict liability without regard to fault or the legality of
the original conduct that could require us to remove or remediate previously disposed wastes or property
contamination, or to perform remedial plugging or pit closure to prevent future contamination. We believe
that it is reasonably likely that the trend in environmental legislation and regulation will continue toward
stricter standards.

While we believe that we are in substantial compliance with applicable environmental laws and
regulations in effect at the present time and that continued compliance with existing requirements will not
have a material adverse impact on us, we cannot give any assurance that we will not be adversely affected
in the future. We have established internal guidelines to be followed in order to comply with
environmental laws and regulations in the United States, Canada, and other relevant international
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jurisdictions. We employ an environmental, health and safety department whose responsibilities include
providing assurance that our operations are carried out in accordance with applicable environmental
guidelines and safety precautions. Although we maintain pollution insurance against the costs of cleanup
operations, public liability, and physical damage, there is no assurance that such insurance will be adequate
to cover all such costs or that such insurance will continue to be available in the future.

Employees

As of December 31, 2006, we had 585 employees, including 193 who were employees of our drilling
subsidiary. None of our employees is currently represented by a union for collective bargaining purposes.

Geographical Data

Forest operates in one industry segment. For information relating to our geographic operating
segments, see Note 14 to the Consolidated Financial Statements of this Form 10-K.

Offices

Our principal office is located in leased space at 707 17 Street, Denver, Colorado 80202. We also
lease field offices and subsidiary offices throughout the United States and Canada and in Cape Town,
South Africa. Upon consummation of the proposed merger with Houston Exploration, we expect to
establish an office in Houston, Texas.

Title to Properties

Title to our oil and gas properties is subject to royalty, overriding royalty, carried, net profits, working,
and similar interests customary in the oil and gas industry. Under the terms of our bank credit facilities and
term loan facilities, we have granted the lendersa lien on a majority of our properties. In addition, our
properties may also be subject to liens incident to operating agreements, as well as other customary
encumbrances, easements, and restrictions, and for current taxes not yet due. Forest’s general practice is to
conduct a title examination on material property acquisitions. Prior to the commencement of drilling
operations, a title examination and, if necessary, curative work is performed. The methods of title
examination that we have adopted are reasonable in the opinion of management and are designed to
insure that production from our properties, if obtained, will be salable for the account of Forest.

Glossary of Oil and Gas Terms

The terms defined in this section are used throughout this Form 10-K. The definitions of proved
developed reserves, proved reserves and proved undeveloped reserves have been abbreviated from the
applicable definitions contained in Rule 4-10(a)(2-4) of Regulation S-X. The entire definitions of those
terms can be viewed on the SEC’s website at Attp:/iwww.sec.goviaboutiforms/regs-x.pdf.

Bbl.  One stock tank barrel, or 42 U.S. gallons liquid volume, of crude oil or liquid hydrocarbons.
Bef.  Billion cubic feet of natural gas.

Befe.  Billion cubic feet equivalent, determined using the ratio of six Mcf of natural gas to one bbl of
crude oil, condensate or natural gas liquids.

Bbru.  One billion British Thermal Units.

Btu. A British Thermal Unit, or the amount of heat necessary to raise the temperature of one pound
of water one degree Fahrenheit.

Condensate.  Liquid hydrocarbons associated with the production of a primarily natural gas reserve.
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Developed acreage. 'The number of acres which are allocated or held by producing wells or wells
capable of production.

Development well. A well drilled within the proved area of an oil or gas reservoir to the depth of a
stratigraphic horizon known to be productive.

Dry hole; dry well. A well found to be incapable of producing either oil or gas in sufficient quantities
to justify completion as an oil or gas well.

Equivalent volumes. Equivalent volumes are computed with oil and natural gas liquid quantities
converted to Mcf on an energy equivalent ratio of one barrel to six Mcf.

Exploitation. Ordinarily considered to be a form of development within a known reservoir.

Exploratory well. A well drilled to find and produce oil or gas reserves not classified as proved, to
find a new reservoir in a field previously found to be productive of oil or gas in another reservoir or to
extend a known reservoir.

Farmout. An assignment of an interest in a drilling location and related acreage conditional upon
the drilling of a well on that location or the undertaking of other work obligations.

Field. An area consisting of either a single reservoir or multiple reservoirs, all grouped on or related
to the same individual geological structural feature and/or stratigraphic condition.

Full cost pool.  The full cost pool consists of all costs associated with property acquisition,
exploration, and development activities for a company using the full cost method of accounting.
Additionally, any internal costs that can be directly identified with acquisition, exploration, and
development activities are included. Any costs related to production, general and administrative expense,
or similar activities are not included.

Gross acres or gross wells.  The total acres or wells, as the case may be, in which a working interest is
owned.

Lease operating expenses. The expenses of lifting oil or gas from a producing formation to the
surface, constituting part of the current operating expenses of a working interest, and also including labor,
superintendence, supplies, repairs, short-lived assets, maintenance, allocated overhead costs, and other
expenses incidental to production, but not including lease acquisition or drilling or completion expenses.

Liquids. Describes oil, condensate, and natural gas liquids.
MBbls. Thousand barrels of crude oil or other liquid hydrocarbons.
Mcf. Thousand cubic feet of natural gas.

Mcfe. Thousand cubic feet equivalent determined using the ratio of six Mcf of natural gas to one bbl
of crude oil, condensate or natural gas liquids.

MMBitu. One million British Thermal Units, a common energy measurement.
MMecf. Million cubic feet of natural gas.

MMcfe. Million cubic feet equivalent determined using the ratio of six Mcf of natural gas to one bbl
of crude oil, condensate or natural gas liquids.

NGL. Natural gas liquids.

Net acres or net wells. The sum of the fractional working interest owned in gross acres or gross wells
expressed in whole numbers.

NYMEX. New York Mercantile Exchange.
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Productive wells. Producing wells and wells that are capable of production, including injection wells,
salt water disposal wells, service wells, and wells that are shut-in.

Proved developed reserves. Estimated proved reserves that can be expected to be recovered through
existing wells with existing equipment and operating methods,

Proved reserves.  Estimated quantities of crude oil, natural gas, and natural gas liquids which, upon
analysis of geologic and engineering data, appear with reasonable certainty to be recoverable in the future
from known oil and gas reservoirs under existing economic and operating conditions.

Proved undeveloped reserves. Estimated proved reserves that are expected to be recovered from new
wells on undrilled acreage or from existing wells where a relatively major expenditure is required.

Reservoir. A porous and permeable underground formation containing a natural accumulation of
producible oil and/or gas that is confined by impermeable rock or water barriers and is individual and
separate from other reservoirs.

Standardized measure or present value of estimated future net revenues.  An estimate of the present
value of the estimated future net revenues from proved oil and gas reserves at a date indicated after
deducting estimated production and ad valorem taxes, future capital costs and operating expenses, but
before deducting any estimates of U.S. federal income taxes. The estimated future net revenues are
discounted at an annual rate of 10%, in accordance with the SEC's practice, to determine their “present
value.” The present value is shown to indicate the effect of time on the value of the revenue stream and
should not be construed as being the fair market value of the properties. Estimates of future net revenues
are made using oil and natural gas prices and operating costs at the date indicated and held constant for
the life of the reserves.

Undeveloped Acreage. Acreage on which wells have not been drilled or completed to a point that
would permit the production of commercial quantities of oil or natural gas, regardless of whether such
acreage contains estimated proved reserves.

Working interest.  An operating interest which gives the owner the right to drill, produce, and conduct
operating activities on the property, and to receive a share of production.

Available Information

Forest’s website address is www.forestoil.com. Available on our website, free of charge, are Forest’s
Annual Reports on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on Form 8-K, reports
on Forms 3, 4, and 5 filed on behalf of directors and officers, as well as amendments to these reports.
These materials are available as soon as reasonably practicable after such materials are electronically filed
with or furnished to the SEC,

Also posted on Forest’s website, and available in print upon written request of any shareholder
addressed to the Secretary of Forest, at 707 17 Street, Suite 3600, Denver, Colorado 80202, are Forest’s
Corporate Governance Guidelines, the charters for the committees of our Board of Directors (including
the charters of the Audit Committee, Compensation Committee, and Nominating and Corporate
Governance Committee) and codes of ethics entitled “Code of Business Conduct and Ethics” and “Proper
Business Practices Policy.”

In May 2006, we submitted to the New York Stock Exchange (“NYSE”) the certification of the Chief
Executive Officer of Forest required by Section 303A.12 of the NYSE Listed Company Manual, relating to
Forest’s compliance with the NYSE'’s corporate governance listing standards with no qualifications. Also,
we included the certifications of the Principal Executive Officer and Principal Financial Officer of Forest
required by Section 302 of the Sarbanes-Oxley Act of 2002 and related rules, relating to the quality of
Forest’s public disclosure, in this Form 10-K as Exhibits 31.1 and 31.2.
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Forward-Looking Statements

The information in this Form 10-K includes “forward-looking statements” within the meaning of
Section 27A of the Securities Act of 1933 and Section 21E of the Securities Exchange Act of 1934. All
statements, other than statements of historical facts or present facts, that address activities, events,
outcomes, and other matters that Forest plans, expects, intends, assumes, believes, budgets, predicts,
forecasts, projects, estimates, or anticipates (and other similar expressions} will, should, or may occur in
the future are forward-looking statements. Generally, the words “expects,” “anticipates,” “targets,”
“goals,” “projects,” “intends,” “plans,” “believes,” “seeks,” “estimates,” variations of such words and
similar expressions identify forward-looking statements, and any statements regarding Forest’s future
financial condition, results of operations and business, are also forward-looking statements. These
forward-looking statements are based on our current expectations and assumptions about future events
and are based on currently available information as to the outcome and timing of future events. When
considering forward-looking statements, you should keep in mind the risk factors and other cautionary
statements described under the heading “Risk Factors.”

LI

These forward-looking statements appear in a number of places and include statements with respect
to, among other things:

¢ estimates of our oil and gas reserves;

e estimates of our future natural gas and liquids production, including estimates of any increases in
oil and gas production;

e the amount, nature and timing of capital expenditures, including future development costs, and
availability of capital resources to fund capital expenditures;

e the amount, nature and timing of any synergies or other benefits expected to result from
acquisitions, including the proposed merger with Houston Exploration;

+ our outlook on oil and gas prices,

o the impact of political and regulatory developments;

e our future financial condition or results of operations and our future revenues and expenses; and
e our business strategy and other plans and objectives for future operations.

We caution you that these forward-looking statements are subject to all of the risks and uncertainties,
most of which are difficult to predict and many of which are beyond our control, incident to the exploration
for and development, production, and sale of oil and gas. These risks include, but are not limited to,
commodity price volatility, inflation, lack of availability of drilling and production equipment and services,
environmental risks, drilling and other operating risks, regulatory changes, the uncertainty inherent in
estimating proved oil and natural gas reserves and in projecting future rates of production, cash flow and
access to capital, the timing of development expenditures, and the other risks described under the caption
“Risk Factors.” The financial results of our foreign operations are also subject to currency exchange rate
risks.

Reserve engineering is a process of estimating underground accumulations of oil and natural gas that
cannot be measured in an exact way. The accuracy of any reserve estimate depends on the quality of
available data, the interpretation of such data, and price and cost assumptions made by reservoir engineers.
In addition, the results of drilling, testing, and production activities may justify revisions of estimates that
were made previously. If significant, such revisions would change the schedule of any further production
and development drilling. Accordingly, reserve estimates may differ significantly from the quantities of oil
and natural gas that are ultimately recovered.
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Factors that could cause actual results to differ materially from those contemplated by the forward-
looking statements include, among others, the following factors related to the proposed merger with
Houston Exploration:

¢ the ability to consummate the merger;

e difficulties and delays in obtaining regulatory approvals for the merger;

» difficulties and delays in achieving synergies and cost savings from the merger; and
» potential difficulties in meeting conditions set forth in the merger agreement.

Should one or more of the risks or uncertainties described above or elsewhere in this Form 10-K
occur, or should underlying assumptions prove incorrect, our actual results and plans could differ
materially from those expressed in any forward-looking statements.

All forward-looking statements, expressed or implied, included in this Form 10-K and attributable to
Forest are expressly qualified in their entirety by this cautionary statement. This cautionary statement
should also be considered in connection with any subsequent written or oral forward-looking statements
that Forest or persons acting on its behalf may issue. Forest does not undertake to update any
forward-looking statements to reflect events or circumstances after the date of filing this Form 10-K with
the Securities and Exchange Commission, except as required by law.

Item 1A. Risk Factors.

The nature of the business activities conducted by Forest subject it to certain risks and hazards. The
risks discussed below, any of which could materially and adversely affect our business, financial condition,
cash flows, or results of operations, are not the only risks we face. We may experience additional risks and
uncertainties not currently known to us or, as a result of developments occurring in the future, conditions
that we currently deem to be immaterial may also materially and adversely affect our business, financial
condition, cash flows, and results of operations.

Risk Factors Relating to Forest

Oil and gas price declines adversely affect Forest’s financial results and profitability.  Prices for oil and
natural gas fluctuate widely. Forest’s revenues, profitability, and future rate of growth depend substantially
upon the prevailing prices of oil and natural gas. Increases and decreases in prices also affect the amount
of cash flow available for capital expenditures and our ability to borrow money or raise additional capital.
The amount we can borrow from banks may be subject to redetermination based on changes in prices. In
addition, we may have ceiling test writedowns when prices decline. Lower prices may also reduce the
amount of oil and natural gas that Forest can produce economically. Any substantial or extended decline in
the prices of or demand for oil and natural gas would have a material adverse effect on our financial
condition and results of operations.

We cannot predict future oil and natural gas prices. Qil and gas prices are currently near historical
highs and may fluctuate and decline significantly in the near future. Factors that can cause price
fluctuations include: relatively minor changes in the supply of and demand for oil and natural gas; market
uncertainty; the level of consumer product demand; weather conditions; domestic and foreign
governmental regulations; the price and availability of alternative fuels; political and economic conditions
in oil producing countries, particulatly those in the Middle East, Russia, and South America; the price and
quantity of oil and gas imports; or general economic conditions.

Further, oil prices and natural gas prices do not necessarily fluctuate in direct relationship to each
other. Because approximately 53% of our estimated proved reserves as of December 31, 2006 were natural
gas reserves, our financial results in 2007 are more sensitive to movements in natural gas prices. We have
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announced plans to complete a merger with Houston Exploration and the vast majority of Houston
Exploration’s estimated proved reserves are natural gas, therefore, our financial resuits will be even more
sensitive to natural gas price fluctuations following the proposed merger. For all of these reasons, declines
in oil and gas prices may have a material adverse effect on our financial condition and results of
operations.

We may not be able to obtain adequate financing to execute our operating strategy. 'We have historically
addressed our long-term liquidity needs through the use of bank credit facilities, cash provided by
operating activities, and the issuance of debt and equity securities when market conditions are favorable.
We also continue to examine alternative sources of long-term capital such as sales of properties; the
issuance of non-recourse production-based financing or net profits interests; sales of prospects and
technical information; and joint venture financing.

The availability of these sources of capital will depend upon a number of factors, some of which are
beyond our control. These factors include general economic and financial market conditions, oil and
natural gas prices, the value and performance of Forest, and the credit ratings assigned to Forest by
independent ratings agencies. We will be unable to execute our operating strategy if we cannot obtain
adequate capital.

Availability under our bank credit facilities is based on a global borrowing base that is redetermined
semi-annually, and may be redetermined at other times during a year at the option of the Company or the
lenders. The global borrowing base may be reduced if oil and gas prices decline or we have downward
revisions in our estimate of proved reserves. We expect that the terms of our proposed amended and
restated credit facilities to be entered into in connection with the proposed merger with Houston
Exploration will be substantially similar to Forest’s existing credit facilities. See “—Leverage materially
affects our operations,” below,

In addition, if availability under our credit facilities is reduced as a result of a borrowing base
limitation or the covenants and financial tests contained in the credit agreements and indentures governing
our debt securities, our ability to fund our planned capital expenditures could be adversely affected. After
utilizing our available sources of financing, we could be forced to issue additional debt or equity securities
to fund such expenditures. We cannot assure you that additional debt or equity financing or cash generated
by operations will be available to meet our capital requirements.

A curtailment of capital spending could adversely affect our ability to replace production and our
future cash flow from operations and could result in a decline in our oil and gas reserves and production.

Estimates of 0il and gas reserves are uncertain and inherently imprecise. Estimating our proved reserves
involves many uncertainties, including factors beyond our control. The estimates of proved reserves and
related future net revenues described in this Form 10-K are based on various assumptions, which may
ultimately prove inaccurate. Petroleum engineers consider many factors and make assumptions in
estimating oil and gas reserves and future net cash flows. Lower oil and gas prices generally cause lower
estimates of proved reserves. Ultimately, actual production, revenues, and expenditures relating to our
reserves will vary from any estimates, and these variations may be material. Also, we may revise estimates
of proved reserves to reflect production history, results of exploration and development, and other factors,
many of which are beyond our control. As a result of lower oil and gas “spot” prices in the future or
downward future reserve revisions, we could incur writedowns of our United State and Canadian full cost
pools under “ceiling test” limitations pursuant to full cost accounting. If we were to record writedowns,
shareholders’ equity could be reduced significantly. See “Additional Risk Factors Relating io Forest if the
Merger with Houston Exploration is Consummated—Forest will be more vulnerable to a ceiling test writedown
following the merger with Houston Exploration” below.
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In estimating future net revenues from proved reserves, future prices and costs are assumed to be fixed and a
Jixed discount factor is applied. Our revenues, profitability and cash flow could be materially less than our
estimales if these assumptions and discount factor are incorrect. The present value of future net revenues
from our proved reserves is not necessarily the actual current market value of our estimated oil and natural
gas reserves. In accordance with SEC requirements, we base the estimated discounted future net cash flows
from our proved reserves on fixed prices and costs as of the date of the estimate. Actual future prices and
costs fluctuate over time and may differ materially from those used in the SEC net present value estimate.
The timing and amount of development expenditures and the rate and timing of oil, natural gas, and
natural gas liquids production will affect both the timing of future net cash flows from our proved reserves
and their present value. In addition, the 10% discount factor that we use to calculate the net present value
of future net cash flows for reporting purposes in accordance with the SEC’s rules may not necessarily be
the most appropriate discount factor. As a result, net present value estimates using actual prices and costs
may be significantly less than the SEC estimate that is provided in this Form 10-K.

Lower oil and gas prices and other factors may cause us to record ceiling test writedowns. We use the full
cost method of accounting to report our oil and gas operations, Accordingly, we capitalize the cost to
acquire, explore for, and develop oil and gas properties. Under full cost accounting rules, the net
capitalized costs of oil and gas properties may not exceed a “ceiling limit,” which is based upon the present
value of estimated future net cash flows from proved reserves, discounted at 10%. If net capitalized costs
of oil and gas properties exceed the ceiling limit, we must charge the amount of the excess to earnings. This
is called a “ceiling test writedown.” Under the accounting rules, we are required to perform a ceiling test
each quarter. A ceiling test writedown would not impact cash flow from operating activities, but it would
reduce our shareholders’ equity. The risk that we will be required to write down the carrying value of our
oil and gas properties increases when oil and gas prices are low or volatile. In addition, writedowns may
occur if we experience substantial downward adjustments to our estimated proved reserves or our
undeveloped property values, or if estimated future development costs increase. We cannot assure you that
we will not experience ceiling test writedowns in the future. Our Canadian full cost pool, in particular,
could be adversely impacted by moderate declines in commodity prices. The merger with Houston
Exploration is expected to increase the risk of a ceiling test writedown. See “Additional Risk Factors
Relating to Forest if the Merger with Houston Exploration is Consummated—Forest will be more vulnerable to
a ceiling test writedown following the merger with Houston Exploration” below.

Leverage may materially affect our operations. As of December 31, 2006, the principal amount of our
consolidated long-term debt was approximately $1.2 billion, including approximately $107 million
outstanding under the combined U.S. and Canadian bank credit facilities among Forest and its Canadian
subsidiary and the various lenders that are parties to the facilities and $375 million outstanding under term
loan facilities among Forest Alaska Operating LL.C and the lenders that are parties to those facilities,
which are nonrecourse to Forest and its non-Alaska subsidiaries. Our long-term debt represented 46% of
our total capitalization at December 31, 2006. Further, we may incur additional debt in the future,
including in connection with acquisitions and refinancings. In connection with the announcement of the
proposed merger with Houston Exploration, we also announced our plans to enter into an amended and
restated $1.4 billion credit facility which will be used to finance the cash component of the merger
consideration, which is expected to total approximately $740 million. See “Risk Factors Relating to Forest if
the Merger with Houston Exploration is Consummated” below.

The level of our debt has several important effects on our operations, including, among others:

* asignificant portion of our cash flow from operations could be applied to the payment of principal
and interest on the debt and will not be available for other purposes;

18




« credit rating agencies have changed, and may change in the future, their ratings of our debt and
other obligations as a result of changes in our debt level, financial condition, earnings, and cash
flow; such ratings changes in turn impact the costs, terms, conditions, and availability of financing;

e covenants contained in our existing and future credit and debt arrangements require us to meet
financial tests that affect our flexibility in planning for and reacting to changes in our business,
including possible acquisition opportunities;

e our ability to obtain additional financing for working capital, capital expenditures, acquisitions,
general corporate, and other purposes is limited and any such financing may be burdened by
increased costs or more restrictive covenants;

¢ we may be at a competitive disadvantage to similar companies that have less debt; and
e we are more vulnerable to adverse economic and industry conditions.

We may incur significant abandonment costs or be required to post substantial performance bonds in
connection with the plugging and abandonment of wells, platforms, and pipelines. 'We are responsible for the
costs associated with the plugging of wells, the removal of facilities and equipment, and site restoration on
our oil and gas properties, pro rata to our working interest. Future liabilities for projected abandonment
costs, net of estimated salvage values, are included as a reduction in the future cash flows from our
reserves in our reserve reporting. As of December 31, 2006, our estimated discounted asset retirement
obligation liability recorded in the balance sheet was approximately $64.1 million, of which $16.9 mitlion
was for properties in the Cook Inlet of Alaska. Approximately $6.7 million of abandonment costs were
settled in 2006 and $2.7 million of abandonment costs are anticipated to be settled in 2007, all of which are
expected to be funded by cash flow from operations. Estimates of abandonment costs and their timing may
change due to many factors, including actual drilling and production results, inflation rates, changes in
abandonment techniques and technology, and changes in environmental Jaws and regulations.

We may not be able to replace production with new reserves. In general, the volume of production from
oil and gas properties declines as rescrves are depleted. The decline rates depend on reservoir
characteristics. Our reserves will decline as they are produced unless we are successful in our exploration
and development activities or acquire new producing properties. Forest’s future natural gas and oil
production is highly dependent upon its level of success in finding or acquiring additional reserves.
Exploring for, developing, or acquiring reserves is capital intensive and uncertain. We may be unable to
make the necessary capital investment to maintain or expand our oil and gas reserves if cash flow from
operations declines or external sources of capital become limited or unavailable. We cannot assure you
that our future exploration, development, and acquisition activities will result in additional proved reserves
or that we will be able to drill productive wells at acceptable costs.

Our oil and gas drilling and production activities are subject to numerous operational and exploration risks.
Oil and gas drilling and production activities are subject to numerous risks, including the risk that no
commercially productive oil or natural gas reservoirs will be found. The cost of drilling and completing
wells is often uncertain. Qil and gas drilling and production activities may be shortened, delayed, or
canceled as a result of a variety of factors, many of which are beyond our control. These factors include
unexpected drilling conditions; geological irregularities or pressure in formations; equipment failures or
accidents; shortages in supplies of drilling rigs and related equipment; shortages in labor; weather
conditions; delays in the delivery of equipment; and failure to secure necessary regulatory approvals and
permits. Further, we cannot assure you that the new wells we drill will be productive or that we will recover
ali or any portion of our investment. Drilling activities can result in dry wells and wells that are productive
but do not produce sufficient net revenues after operating and other costs and thus may be unprofitable.

We may not be insured against all of the operating risks to which our businesses are exposed. The
exploration, development, and production of oil and natural gas and the drilling activities performed by
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our drilling subsidiary involve risks. These operating risks include the risk of fire, explosions, blow-outs,
pipe failure, damaged drilling and oil field equipment, abnormally pressured formations, and
environmental hazards. Environmental hazards include oil spills, gas leaks, pipeline ruptures, or discharges
of toxic gases. If any of these industry operating risks occur, we could have substantial losses. Substantial
losses may be caused by injury or loss of life, severe damage to or destruction of property, natural
resources, and equipment, pollution or other environmental damage, clean-up responsibilities, regulatory
investigation and penalties, and suspension of operations. In accordance with industry practice, we
maintain insurance against some, but not all, of the risks described above. Generally, pollution refated
environmental risks are not fully insurable. We cannot assure that our insurance will be fully adequate to
cover these losses or liabilities. Also, we cannot predict the continued availability of insurance at premium
levels that justify its purchase.

Our international operations may be adversely affected by currency fluctuations and economic and political
developments. We have significant oil and gas operations in Canada. The expenses and revenues of such
operations, which represented approximately 19% of our 2006 consolidated production costs, and 22% of
our 2006 consolidated oil and gas revenues, are denominated in Canadian dollars. As a result, the
profitability of our Canadian operations is subject to the risk of fluctuations in the relative value of the
Canadian and United States dollars. We have oil and gas assets in other countries including Italy, Gabon
and South Africa. Although there are no material operations in these countries, our operations in these
countries may also be adversely affected by political and economic developments, royalty and tax increases,
and other laws or policies in these countries, as well as United States policics affecting trade, taxation, and
investment in other countries.

In South Africa, we have an interest in offshore properties that have tested natural gas. While no
proved reserves have been assigned to these properties as commercial sales contracts have not been
established, and if we are unable to arrange for commercial use of these properties, we may not be able to
recoup our investment and may not realize our anticipated financial and operating results from these
propertics. The South African national government has recently adopted legislation to revise the process
pursuant to which it grants petroleum exploration and production licenses. Under the new regulations, we
have applied to the government to convert one existing prospecting sublease into an exploration right. In
addition, we are in the process of applying for a production right covering the geographic area of our other
existing prospecting sublease. Because the regulations implementing legislation are not yet final, we cannot
predict whether these applications, if granted, will meet our economic or operational requirements, in
which event we may choose to relinquish these leases and lose our investment.

Hedging transactions may limit our potential gains. In order to manage our exposure to price risks in
the marketing of our oil and natural gas, we enter into oil and gas price hedging arrangements with respect
to a portion of our expected production. Qur hedges are limited in duration, usually for periods of one year
or less. However, in connection with acquisitions, sometimes our hedges are for longer periods. While
intended to reduce the effects of volatile oil and gas prices, such transactions may limit our potential gains
if oil and gas prices rise over the price established by the arrangements. For example, in 2006, our hedging
arrangements reduced the benefits we received from increases in oil and natural gas prices by
approximately $67.7 million. In trying to maintain an appropriate balance, we may end up hedging too
much or too little, depending upon how oil or natural gas prices fluctuate in the future. Also, hedging
transactions may expose us to the risk of financial loss in certain circumstances, including instances in
which our production is less than expected; there is a widening of price basis differentials between delivery
points for our production and the delivery point assumed in the hedge arrangement; the counterparties to
our future contracts fail to perform under the contracts; or a sudden unexpected event materially impacts
oil or natural gas prices.

We cannot assure you that our hedging transactions will reduce the risk or minimize the effect of any
decline in oil or natural gas prices. For further information concerning prices, market conditions, and
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energy swap and collar agreements, see Part I1, Item 7A—“Quantitative and Qualitative Disclosures about
Market Risk—Commodity Price Risk,” of this Form 10-K, and Note 9 to the Consolidated Financial
Statements.

Competition within our industry may adversely affect our operations. 'We operate in a highly competitive
environment. Forest competes with major and independent oil and gas companies in acquiring desirable
oil and gas properties and in obtaining the equipment and labor required to develop and operate such
properties. Forest also competes with major and independent oil and gas companies in the marketing and
sale of oil and natural gas. Factors that affect our ability to acquire properties include, among others,
availability of desirable acquisition targets, staff and resources to identify and evaluate properties, available
funds, and internal standards for minimum projected return on investment. Higher recent commodity
prices have increased both equipment, service and labor costs in the industry as well as the cost of
properties available for acquisition and a large number of the companies that we compete with have
substantially larger staffs and greater financial and operational resources. In addition, oil and gas
producers are increasingly facing competition from providers of non-fossil energy, and government policy
may favor those competitors in the future. Many of these competitors have financial and other resources
substantially greater than ours. We can give no assurance that we will be able to compete effectively in the
future and that our financial condition and results of operations will not suffer as a result.

Our growth may partially depend on our ability to acquire oil and gas properties on a profitable basis.
Acquisition of producing oil and gas properties is a key element of maintaining and growing reserves and
production. Competition for these assets has been and will continue to be intense. The success of any
acquisition will depend on a number of factors, including the acquisition price, future oil and gas prices,
the ability to reasonably estimate or assess the recoverable volumes of reserves, rates of future production
and future net revenues attainable from reserves, future operating and capital costs, results of future
exploration, exploitation and development activities on the acquired properties, and future abandonment
and possible future environmental liabilities. When acquiring new properties, there are numerous
uncertainties inherent in estimating quantities of proved oil and gas reserves, future production rates, and
associated costs and potential liabilities with respect to prospective acquisition targets. Actual results from
an acquisition may vary substantially from those assumed in the purchase analysis and acquired properties
may not produce as expected, or there may be conditions that subject us to increased costs and liabilities
including environmental liabilities.

We operate a drilling subsidiary and it involves many operating risks, any one of which could prevent us
from realizing profits from the drilling subsidiary. Forest seeks to increase its oil and gas reserves,
production, and cash flow through exploratory and development drilling activities and conducting other
production enhancement activities, In 2005, Forest formed a drilling subsidiary to hold drilling equipment
and related assets that it acquired in a corporate transaction. The subsidiary performs services for Forest
and its subsidiaries as well as third parties. Forest believes these new operations complement its business
model and will lessen its exposure to the risks and delays associated with obtaining drilling equipment from
third parties in an intensely competitive market. The drilling subsidiary is subject to risks, including
shortages in labor and the risks associated with drilling oil and gas wells. These risks include: fires;
explosions; blow-outs and surface cratering; pipe failures; casing collapses; natural disasters; and
environmental hazards, such as natural gas leaks, oil spills, pipeline ruptures and discharges of toxic gases.
If any of these events occur, we could incur substantial losses as a result of injury or loss of life, severe
damage to and destruction of property, and environmental damage, clean-up responsibilities, regulatory
investigation and penalties and suspension of our operations.

Our oil and gas operations are subject to various environmental and other governmental regulations that
materially affect our operations. Our oil and gas operations are subject to various United States federal,
state, and local and Canadian federal and provincial governmental regulations. These regulations may be
changed in response to economic or political conditions. Matters regulated include permits for discharge
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of waste and other substances generated in connection with drilling and production operations, bonds or
other financial responsibility requirements to cover drilling contingencies and well plugging and
abandonment costs, reports concerning operations, the spacing of wells, and unitization and pooling of
properties and taxation. At various times, regulatory agencies have imposed price controls and limitations
on oil and gas production. In order to conserve supplies of oil and gas, these agencies may restrict the rates
of flow of oil and gas wells below actual production capacity. A substantial spill from one of our facilities
could have a material adverse effect on our results of operations, competitive position, or financial
condition. United States and non-United States laws regulate production, handling, storage,
transportation, and disposal of oil and gas, by-products from oil and gas, and other substances and
materials produced or used in connection with oil and gas operations. We cannot predict the ultimate cost
of compliance with these requirements or their effect on our operations.

We have limited control over the activities on properties we do not operate.  Although we operate the
properties from which most of our production is derived, other companies operate some of our other
properties. We have limited ability to influence or control the operation or future development of these
non-operated properties or the amount of capital expenditures that we are required to fund for their
operation. The success and timing of drilling development activities on properties developed by others
depend upon a number of factors that are outside of our control, including the timing and amount of
capital expenditures, the operator’s expertise and financial resources, approval of other participants, and
selection of technology. Our dependence on the operator and other working interest owners for these
projects and our limited ability to influence or control the operation and future development of these
properties could have a material adverse effect on the realization of our targeted returns on capital or lead
to unexpected future costs.

Our Restated Certificate of Incorporation and By-laws have provisions that discourage corporate takeovers.
Certain provisions of our Restated Certificate of Incorporation and Bylaws and provisions of the New
York Business Corporation Law may have the effect of delaying or preventing a change in control. Our
directors are elected to staggered terms. Also, our Restated Certificate of Incorporation authorizes our
board of directors to issue preferred stock without shareholder approval and to set the rights, preferences,
and other designations, including voting rights of those shares as the board may determine. Additional
provisions inctude restrictions on business combinations, the availability of authorized but unissued
common stock, and notice requirements for shareholder proposals and director nominations. Also, our
board of directors has adopted a shareholder rights plan. If activated, this plan would cause extreme
dilution to any person or group that attempts to acquire a significant interest in Forest without advance
approval of our board of directors. The provisions contained in our Bylaws and Certificate of
Incorporation, alone or in combination with each other and with the rights plan, may discourage
transactions involving actual or potential changes of control.

Additional Risk Factors Relating to Forest if the Merger with Honston Exploration is Consummated

The businesses of Forest and Houston Exploration, as well as other businesses that Forest may acquire after
completion of the merger, may be difficult to integrate, disrupt Forest’s business, dilute shareholder value or divert
management attention. Risks with respect to the combination of Forest and Houston Exploration, as well
as other recent and future acquisitions, include:

« difficulties in the integration of the operations and personnel of the acquired company;
« diversion of management’s attention away from other business concerns; and
« the assumption of any undisclosed or other potential liabilities of the acquired company.

Forest will be more vulnerable to a ceiling test writedown following the merger with Houston Exploration.
As described above in the risk factor entitled, “Risk Factors Relating to Forest—Lower oil and gas prices and
other factors may cause us to record ceiling test writedowns,” Forest uses the full cost method of accounting
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and is subject to quarterly ceiling tests. After completion of the merger, Forest will add to net capitalized
costs the cost to acquire Houston Exploration’s oil and gas properties. It will also add the estimated proved
reserves associated with those properties. Forest expects that the net effect of these additions will be to
reduce the difference between the ceiling limit and the net capitalized costs of its U.S. cost center., Based
on oil and gas prices at December 31, 2006, on a stand-alone basis Forest had a ceiling limit in excess of the
net capitalized costs in the U.S. cost center (the “Available Amount”) of approximately $535 million.
Based on Forest’s current estimate of the cost to acquire Houston Exploration’s properties and the
estimated proved reserves to be acquired, Forest’s Available Amount would have been approximately $100
million if the pending merger with Houston Exploration had occurred on December 31, 2006. The impact
on the Available Amount indicates that Forest may be more likely to incur a writedown of its U.S, full cost
pool immediately after the merger than it would have been immediately before the merger.

Forest will incur substantial transaction and merger-related costs in connection with the merger. We
expect to incur a number of non-recurring transaction and merger related costs (estimated to be in excess
of $50 million) associated with completing the merger with Houston Exploration, combining the
operations of the two companies and achieving desired synergies. These fees and costs will be substantial.
Additional unanticipated costs may be incurred in the integration of the businesses of Forest and Houston
Exploration. Although we expect that the elimination of duplicative costs, as well as the realization of
other efficiencies related to the integration of the two businesses will offset the incremental transaction
and merger-related costs over time, this net benefit may not be achieved in the near term, or at all.

Forest will have substantial debt after the effective time of the merger, which could have a material adverse
effect on its financial health and limit its future operations. Forest will have a significant amount of
additional debt after the effective time of the merger. Approximately $740 million (based on the number of
shares of Houston Exploration common stock cutstanding on January 4, 2007) in expected cash
consideration is expected to be paid with borrowings under Forest’s proposed amended and restated credit
facilities. Forest’s substantial debt could have important consequences. In particular, it could:

¢ increase its vulnerability to general adverse economic and industry conditions;

¢ require it to dedicate a substantial portion of its cash flow from operations to payments on its
indebtedness, thereby reducing the availability of its cash flow to fund working capital, capital
expenditures and other general corporate purposes:

s place it at a competitive disadvantage compared to its competitors that have less debt; and

¢ limit, along with the financial and other restrictive covenants of its indebtedness, among other
things, its ability to borrow additional funds.

See, “Risk Factors Relating to Forest—Leverage may materially affect our operations” above.

Item 1B. Unresolved Staff Comments.

None.

Item 2.  Properties.

Information on Properties is contained in Item 1 of this Form 10-K.
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Item 3.  Legal Proceedings.

Forest, in the ordinary course of business, is a party to various lawsuits, claims, and proceedings,
inctuding the matter identified below. While we believe that the amount of any potential loss would not be
material to our consolidated financial position, the ultimate outcome of these matters is inherently difficult
to predict with any certainty. In the event of an unfavorable outcome, the potential loss could have an
adverse effect on our results of operations and cash flow in the reporting periods in which any such actions
are resolved.

Houston Exploration and Forest are subject to an ongoing shareholder lawsuit, which could result in
an injunction preventing the consummation of the merger or significant monetary damages. Houston
Exploration’s directors and Forest are defendants in a shareholder lawsuit brought by the City of Monroe
Employees’ Retirement System (the “Plaintiff”) on June 22, 2006 in State court in Houston, Texas. The
Plaintiff asserts that the Houston Exploration directors breached their fiduciary duties by not pursuing a
June 12, 2006 unsolicited proposal to purchase the outstanding shares of Houston Exploration common
stock for $62 per share that was made by a Houston Exploration shareholder. The Plaintiff also asserts, on
behalf of an uncertified class of Houston Exploration’s shareholders, that the Houston Exploration
directors’ decision to enter into the merger agreement with Forest constituted a breach of fiduciary duties,
because, the Plaintiff alleges, the merger consideration being offered by Forest is inadequate. The Plaintiff
asserts that Forest aided and abetted the Houston Exploration directors’ alleged breach of fiduciary duties.

At the time of the filing of this Annual Report, this lawsuit is at an early stage and subject to
substantial uncertainties concerning the outcome of material factual and legal issues. Accordingly, based
on the current status of the litigation, we cannot currently predict the manner and timing of the resolution
of the lawsuit, the likelihood of the issuance of an injunction preventing the consummation of the merger
or an estimate of a range of possible losses or any minimum loss that could result in the event of an adverse
verdict in the lawsuit. Furthermore, although the combined company’s insurance policies following the
merger should provide coverage for the claims against Houston Exploration’s directors, the policies may
not be sufficient to cover all costs and liabilities incurred by those directors. The current claim in the
lawsuit against Forest is not covered by insurance.

Itemd4. Submission of Matters to a Vote of Security Holders.

No matter was submitted to a vote of our shareholders during the fourth quarter of the fiscal year
ended December 31, 2006,
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Item 4A. Executive Officers of Forest.

The following persons were serving as executive officers of Forest as of February 27, 2007.

Name Age

Years
with
Forest

Office’!’

H. CraigClark. .................. 30

DavidH. Keyte . ................. 50

CecilN.Colwell ................. 56

LeonardC. Gurule . .............. 50

JC.Ridens ..................... 51

R.ScotWoodall ................. 45

Matthew A. Wurtzbacher . ......... 44

CyrusD. Marter IV. . ............. 43

VictorAWind.................. 33

6

19

18

President and Chief Executive Officer, and a member of the Board of
Directors since July 2003. Mr. Clark joined Forest in September 2001
as President and Chief Operating Officer. He was appointed
President and Chief Executive Officer on July 31, 2003. Mr. Clark
was employed by Apache Corporation, an oil and gas exploration and
production company, from 1989 1o 2001, where he served in various
management positions during this period, including Executive Vice
President—U. 8. Operations and Chairman and Chief Executive
Officer of ProEnergy, an affiliate of Apache.

Executive Vice President and Chief Financial Officer since
November 1997. Mr. Keyte served as our Vice President and Chief
Financial Officer from December 1995 to November 1997 and our
Vice President and Chief Accounting Officer from December 1993
until December 1995.

Senior Vice President—Worldwide Drilling since May 2004, Between
2000 and May 2004, Mr. Colwell served as our Vice President—
Drilling, and from 1988 to 2000 he served as our Drilling Manager—
Gulf Coast.

Senior Vice President—Alaska since September 2003. From 1987 to
2000, he served in various capacities at Atlantic Richfield Co.
Between 2000 and September 2003, Mr. Gurule served on the boards
of several local community and non-profit organizations and
managed his own investment portfolio.

Senior Vige President-—Southern Region (formerly Gulf Coast
Region) since April 2004. From 2001 to 2004, Mr. Ridens was
employed by Cordillera Energy Partners, LLC, as Vice President of
Operations and Exploitation. From 1996 1o 2001, he served in various
capacitics at Apache Corporation.

Senior Vice President—Western Region since March 2005. He
served as our Vice President—Western Region from March 2004 to
March 2005. Mr. Woodall joined Forest in October 2000 and
previously served as Production and Engineering Manager for the
Western Region. From 1993 to September 2000, he served ag
Operations and Engineering Manager—Rocky Mountain Division, at
Santa Fe Snyder Corporation.

Senior Vice President—Corporate Planning and Development since
May 2003. From December 2000 to May 2003, Mr. Wurtzbacher
served as our Vice President—Corporate Planning and Development,
and from June 1998 to December 2000 he served as Manager—
Operational Planning and Corporate Engineering,.

Vice President, General Counsel and Secretary since January 2005,
Mr. Marter served as Senior Counsel for Forest from June 2002 until
October 2004, at which time he became Associate General Counsel.
Prior to joining Forest, Mr. Marter was a partner in the law firm of
Susman Godfrey L.L.P. in Houston, Texas.

Corporate Controller. Mr. Wind joined Forest in January 2005.

Mr. Wind was previously employed by Evergreen Resources, Inc.
from July 2001 to December 2004, He served in various management
positions during this period, including Director of Financial
Reporting and Controller. From 1997 to 2001, he served in various
capacities at BDO Seidman, L.L.P.

M Officers are elected 10 serve for one-year terms at meetings immediately following the last annual meeting, or until their death,
resignation, or removal from office, whichever first cocurs.
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PART 11

Item 5.  Market for Registrant’s Commen Equity, Related Stockholder Matters and Issuer Purchases
of Equity Securities.

Common Stock

Forest has one class of common shares outstanding, its common stock, par value $.10 per share
(“Common Stock™). Forest’s Common Stock is traded on the New York Stock Exchange under the symbol
“EST.” On February 16, 2007, our Common Stock was held by 640 holders of record. The number of
holders does not include the shareholders for whom shares are held in a “nominee” or “street” name.

The table below reflects the high and low intraday sales prices per share of the Common Stock on the
New York Stock Exchange composite tape, as well as adjusted prices for Forest common stock that reflect
the stock dividend paid by Forest on March 2, 2006. There were no cash dividends declared on the
Common Stock in 2005 or 2006. On February 27, 2007, the closing price of Forest Common Stock was
$32.14.

Common Stock

Common Stock {As Adjusted)'"
High Low High Low

2005 First QU . ..ottt ittt a iy $43.29 2887 29.00 19.34
Second QUATTET .. ..ot iii e ciiiiiar e 4400 3421 2947 2291
THITd QUATIET . . o v oottt et e eiaia e maee s 5476 40.77 3668 27.31
Fourth QUarter. . ... .ovvr ettt eam et annns 5425 4026 3634 2697
2006 FIrst QUATIET . . o\t ottt v ee e iia e enrasaan e arens $52.99 3251 3782 3080
Second QUATIET - ..ttt ee e ar it e i 3975 28.00 3975 28.00
Third QUArter . ... vt et e ctnamasiannnaaeans 3528 2906 3528 2006
Fourth QUATter. . . ..ottt ve et eiiaiaraneian s 3617 2913 3617 29.13

) On March 2, 2006, Forest completed the Spin-off by means of a special stock dividend paid to all sharcholders of Forest
Common Stock. The stock dividend consisted of 0.8093 shares of a wholty owned subsidiary of Forest for cach outstanding
share of Forest Common Stock, which immediately thereafter became the right to receive one share of Mariner for each whole
share of such subsidiary in connection with the merger of MERI and such subsidiary. Mariner’s common stock commenced
trading on March 3, 2006 at a price of $20.40. Based on the ratio of 0.8093 Mariner shares for each Forest share, the value of
the stock dividend to Forest shareholders is deemed by Forest to be equal to $16.51, or the price of Mariner common stock on
March 3, 2006 ($20.40) multiplied by 0.8093.

“The prices shown in the “As Adjusted” column above for the first quarter of 2005 through the first quarter of 2006 have been
adjusted to reflect the stock dividend paid on March 2, 2006. The ratio used for this historical price adjustment is 0.6698. This
represents the ratio of (x) $33.49, the per share value of Forest Common Stock immediately after the stock dividend, which was
the opening price for Forest shares on March 3, 2006, to (y) $50.00, which represents the sum of $33.49 plus $16.51, the value of
the stock dividend described above. That is $33.49 divided by $50.00 equals (.6698. Prices from the second quarter of 2006
onward are identical in both columns.

Dividend Restrictions

Forest’s present or future ability to pay dividends is governed by (i) the provisions of the New York
Business Corporation Law, (ii) Forest’s restated certificate of incorporation and bylaws, (iii) Forest's 8%
Senior Notes due 2008, Forest’s 8% Senior Notes due 2011, and Forest’s 7%% Senior Notes due 2014, and
(iv) Forest’s United States and Canadian bank credit facilities dated as of September 29, 2004, as
amended. The provisions in the indentures pertaining to these Senior Notes and in the bank credit
facilities limit our ability to make restricted payments, which include dividend payments. Also, if the
merger with Houston Exploration is completed, the indenture governing its senior subordinated notes will
limit our ability to pay dividends. As noted above, on March 2, 2006 Forest distributed a special stock
dividend: however, Forest has not paid cash dividends on its Common Stock during the past five years. The
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future payment of cash dividends, if any, on the Common Stock is within the discretion of the Board of
Directors and will depend on Forest’s earnings, capital requirements, financial condition, and other
relevant factors. There is no assurance that Forest will pay any cash dividends.

On February 10, 2006, Forest declared a special stock dividend payable to holders of record of Forest
Common Stock as of the close of business on February 21, 2006, in connection with the Spin-off that was
completed on March 2, 2006. In October 2005, Forest amended its credit facilities to permit the Spin-off
and the special stock dividend. See Item 7—“Management’s Discussion and Analysis of Financial
Condition and Results of Operations,” for more details concerning the Spin-off. For further information
regarding our equity securities and our ability to pay dividends on our Common Stock, see Notes 4 and 6 to
the Consolidated Financial Statements.

For equity compensation plan information, see Part I11, Item 12—*Security Ownership of Certain
Beneficial Owners and Management and Related Stockholder Matters,” below.
Stock Performance Graph

The graph below shows the cumulative total shareholder return assuming the investment of $100 en
December 31, 2001 (and the reinvestment of dividends thereafter) in each of Forest Common Stock, the
S&P 500 Index, and the Dow Jones U.S. Exploration and Production Index. We believe that the Dow
Jones U.S. Exploration and Production Index is meaningful because it is an independent, objective view of
the performance of other similarly-sized energy companies,
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The information in this Form 10-K appearing under the heading “Stock Performance Graph” is being
furnished pursuant to Item 2.01(e) of Regulation $-K and shall not be deemed to be “soliciting material”
or “filed” with the SEC or subject to Regulation 14A or 14C, other than as provided in Item 2.01{e) of
Regulation S-K, or to the liabilities of Section 18 of the Securities Exchange Act of 1934, as amended.
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Item 6. Selected Financial Data. .

The following table sets forth selected financial and operating data of Forest as of and for each of the
years in the five-year period ended December 31, 2006. This data should be read in conjunction with
Part II, Item 7—“Management’s Discussion and Analysis of Financial Condition and Results of
Operations,” below, and the Consolidated Financial Statements and Notes thereto. On March 2, 2006,
Forest completed the Spin-off of its offshore Gulf of Mexico operations. See “Spin-off of Offshore Guif of
Mexico Operations” under Part 11, Item 7—“Management’s Discussion and Analysis of Financial Condition

and Results of Operations” below.

Year Ended December 31,
2006 2005 2004 2003 2002
{In Thousands, Except Per Share Amounts,
Volumes, and Prices)

FINANCIAL DATA
Revenue:

Oilandgassales. ... ... ... o i i $ 814,469 1,062,517 909,780 655,193 471,740

Marketing, processing, and other. . ........ ... 5,523 9,528 3,118 1,985 1,128

Total FEVENMUE . . . . oot e e e s 819,992 1,072,045 912,898 657,178 472,868
Earnings from continuing operations . ... ................. o 166,080 151,568 123,126 90,228 21,083
Income (loss) from discontinued operations, net of tax® . . ... ... .. 2,422 — (575) (7.731) 193
Cumulative effect of change in accounting principle, net of tax'¥. . .. — — — 5,854 —
Net @ammings . . .. oo et § 168,502 151,568 122,551 88,351 21,276
Basic earnings per share:

Earnings from continuing operations. . . ............ .. ... ... $ 2.67 247 2.16 1.82 45

Income (loss} from discontinued operations, netof tax. . ... .... .04 — (.01) (.15} —

Cumulative effect of change in accounting principle, net of tax. . . — — — 12 —

Basic carnings percommon share .. ...... ... . 0o $ 271 247 2.15 1.79 45
Diluted earnings per share:

Earnings from continuing operations. . ..................... b3 262 241 2.12 1.79 .44

Income (loss) from discontinued operations, netof tax ... .... .. 04 — (.01) (.15) —

Cumulative effect of change in accounting principle, net of tax. . . — — — 11 —

Diluted earnings per common share. ... .................... $ 2.66 241 2.11 1.75 44
Total A8SBS . . v v i e $3,189,072 3,645,546 3,122,505 2,683,548 1,924,681
Long-termdebt. ... ... . e $1,204,709 884,807 883,819 929,971 767,219
Shareholders’ equity . ... ..o e $1,434,006 1,684,522 1,472,147 1,185,798 921,211
OPERATING DATA
Annual production:

Gas (MMcf) . Lo e 73,024 101,833 107,366 96,977 92,068

Liquids (MBbBIS) . - oot 8,026 10,568 10,837 8,701 8,657
Average sales price®™

Gas(perMcef}. . ..o $ 5.58 6.36 5.34 4.53 3.13

Liquids(perBbl) . ... ... . . $ 50.70 39.23 31.05 24.77 21.16
Capital expenditures, net of proceeds from asset sales™ .......... $ 934192 824,045 605,133 716,554 352812
@ Discontinued operations relate to the sale of the business assets of our Canadian marketing subsidiary on March 1, 2004. The

results for this business” operations have been reported as discontinued operations in the selected financial data for ail periods
presented.

@ Cumulative effect of change in accounting principle for 2003 relates to the adoption of SFAS No, 143 on January 1, 2003.

& Includes the effects of hedging under cash flow hedge accounting.

“  Does not include estimated discounted asset retirement obligations of $2.4 million, $16.3 million, $14.1 million, and $63.7
million related to assets placed in service during the years ended December 31, 2006, 2005, 2004, and 2003 respectively.
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Item 7.  Management’s Discussion and Analysis of Financial Condition and Results of Operations.

All expectations, forecasts, assumptions, and beliefs about our future financial results, condition,
operations, strategic plans, and performance are forward-looking statements, as described in more detail in
Part I, [tem 1 under the heading “Forward-Looking Statements.” Qur actual results may differ materially
because of a number of risks and uncertainties. Some of these risks and uncertainties are detailed in
Item 1A under the heading “Risk Factors,” and elsewhere in this Form 10-K. Historical statements made
herein are accurate only as of the date of filing of this Form 10-K with the Securities and Exchange
Commission, and may be relied upon only as of that date.

The following discussion and analysis should be read in conjunction with Forest’s Consolidated
Financial Statements and the Notes to Consolidated Financial Statements.

Overview

Forest is an independent oil and gas company engaged in the acquisition, exploration, development,
and production of natural gas and liquids primarily in North America. Forest was incorporated in New
York in 1924, as the successor to a company formed in 1916, and has been a publicly held company since
1969. We conduct our operations in three geographical segments and five business units, The geographical
segments are: the United States, Canada and International. The business units are: the Western United
States (“Western™), Southern United States (“Southern™), Alaska, Canada and International. We conduct
exploration and development activities in each of our geographical segments; however, all of our estimated
proved reserves and producing properties are located in North America. While discoveries of oil and gas
have been made in our International business unit, no proven reserves have been recorded to date. At
December 31, 2006, approximately 84% of our estimated proved oil and gas reserves were in the United
States and approximately 16% were in Canada. Forest’s total estimated proved reserves as of
December 31, 2006 were 1,455 Befe.

Recent Developments
Pending Acquisition of Houston Exploration

On January 7, 2007, Forest announced it had entered into a definitive agreement and plan of merger
pursuant to which The Houston Exploration Company (“Houston Exploration”)} will merge with and into
Forest in a stock and cash transaction totaling approximately $1.5 billion plus the assumption of debt.
Houston Exploration is an independent natural gas and oil producer engaged in the exploration,
development, exploitation and acquisition of natural gas and oil reserves in North America with operations
in the following four producing areas in the United States: South Texas, East Texas, the Arkoma Basin of
Arkansas, and the Uinta and DJ Basins in the Rocky Mountains. The boards of directors of Forest and
Houston Exploration have each unanimously approved the transaction. The transaction is subject to
regulatory approvals and other customary conditions, as well as both Forest shareholder and Houston
Exploration stockholder approvals. Forest management and its board of directors will continue in their
current positions with Forest following the completion of the merger. The merger is expected to close in
the second quarter of 2007.

Under the terms of the merger agreement, Houston Exploration stockholders are to receive total
consideration equal to 0.84 shares of Forest common stock and $26.25 in cash for each share of Houston
Exploration common stock outstanding. This represents estimated merger consideration of 23.6 million
shares of Forest common stock and cash of approximately $740 million, or $52.47 per share, to be received
by the Houston Exploration stockholders (based on the closing price of Forest’s common stock on
January 5, 2007 and the number of shares of Houston Exploration common stock outstanding on
January 4, 2007 and subject to increase in the event that any additional shares of Houston Exploration
common stock are issued prior to the merger closing date in connection with the exercise of outstanding
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stock options pursuant to the terms of the merger agreement). The actual amount of total cash and stock
consideration to be received by each Houston Exploration stockholder will be determined by elections, an
equalization formula and a proration procedure. It is anticipated that the transaction will be tax free to
Houston Exploration and the stock portion of the consideration will be received tax free by its
stockholders. The cash component of the acquisition is expected to be financed under an amended and
restated revolving credit facility of up to $1.4 billion for which JPMorgan Chase Bank, N.A. has provided
us a commitment letter.

2006 Highlights
Spin-off of Offshore Gulf of Mexico Operations

On March 2, 2006, Forest completed the spin-off of its offshore Gulf of Mexico operations by means
of a stock dividend, which consisted of a pro rata spin-off (the “Spin-off”} of all outstanding shares of
Forest Energy Resources, Inc. (hercinafter known as Mariner Energy Resources, Inc. or “MERI”), a total
of 50,637,010 shares of common stock, to holders of record of Forest common stock as of the close of
business on February 21, 2006. Immediately following the Spin-off, MERI was merged with a subsidiary of
Mariner Energy, Inc. (“Mariner”) (the “Merger”). Mariner’s common stock commenced trading on the
New York Stock Exchange on March 3, 2006.

The Spin-off was completed without the payment of consideration by Forest shareholders and
consisted of a special dividend of (.8093 shares of MERI for each outstanding share of Forest common
stock. In the Merger, Forest shareholders received one share of Mariner common stock for each whole
share of MERI that they held. The Spin-off was a tax-free transaction for federal income tax purposes.

Cotton Valley Acquisition

On March 31, 2006, Forest completed the acquisition of oil and gas properties located primarily in the
Cotton Valley trend in East Texas. Forest paid approximately $255 million, as adjusted to reflect an
economic effective date of February 1, 2006, for properties with an estimated 110 Bcfe of estimated proved
reserves at the time the acquisition was announced in February 2006 and production that averaged 13
MMocfe per day in January 2006. Forest obtained approximately 26,000 net acres in the fields, of which
approximately 14,000 net acres were undeveloped. This acquisition provided another core area of growth
and added significant onshore activity to the Southern business unit. Forest funded this acquisition
utilizing its bank credit facilities.

Formation of New Alaska Subsidiaries and Related Financing

As of October 31, 2006, Forest transferred the majority of the assets associated with its Alaska
business unit to a new subsidiary, Forest Alaska Operating LL.C (“Forest Alaska”), which is indirectly
owned 100% by Forest through another subsidiary, Forest Alaska Holding LLC. Forest Alaska holds the
oil and gas interests of Forest in the Cook Inlet region of the State of Alaska and entered into a service
agreement with Forest for the operation of those assets. The activities of Forest Alaska are intended to
focus on the exploitation of its assets and the proposed development of the McArthur River Field over the
next several years. The new subsidiary obtained $375 million of term loan financing to fund a $350 million
distribution to Forest and provide initial working capital for Forest Alaska’s operations. The term loans are
sccured by substantially all of the subsidiary’s assets and are non-recourse to Forest, Concurrent with the
announcement of the pending Houston Exploration merger, we announced that we intend to sell the
Alaska business unit in order to reduce indebtedness associated with the pending merger of Houston
Exploration.
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Operational Highlights
Highlights of Forest’s 2006 operations were as follows:

» Forest’s year-end estimated proved reserves were 1,455 Befe, nearly equal to 2005’s year-end
estimated proved reserves of 1,467 Befe, notwithstanding 121 Befe of production in 2006 and the
313 Bcfe of estimated proved reserves distributed to our shareholders in connection with the spin-
off of our offshore Gulf of Mexico operations.

¢ Oil and gas production in 2006 from the Retained Properties (see definition below under “Results
of Operations”) increased 14% to 113 Bcfe from 99 Befe in 2005.

» Net income increased to $169 million, or $2.66 per diluted share, in 2006 from $152 million, or
$2.41 per diluted share, in 2005.

* Forest had continuing success in 2006 with its Buffalo Wallow project, East Texas Cotton Valley
project, and Foothills/Wild River projects in Canada. Total drilling well counts for 2006 were 146
net wells, with a 96% success rate.

¢ Forest invested a total of $316 million to acquire 138 Befe of estimated proved reserves.

» Effective August 1, 2006, Forest took over as operator of the Katy field. Gross field production
increased 54% to 20 MMcfe per day at December 31, 2006 from 13 MMcfe per day achieved
through the first six months of the year.

2007 Qutlook

In 2007, we expect to continue our development and exploitation activities on our onshore North
American assets for which we expect continued production growth. Our capital budget for 2007 is
$480 million to $520 million, not including capital expenditures planned for the Houston Exploration
assets upon the closing of the proposed merger. Most of this capital budget will be directed to our large
drilling programs in Buffalo Wallow, Wild River and East Texas.

We also anticipate a continued favorable commodity price environment in 2007. In our view, the
economic growth and the related increased demand for oil and gas should continue to support historically
high commodity prices. Within this environment, we anticipate strong financial performance by Forest.
Our inventory of exploitation and exploration projects is at a high level, which should provide us good
visibility of future production growth. Our 2007 plan anticipates cash flow from operations greater than
our exploration and development spending levels, which surplus is expected to be used, in whole or in part,
to pay down indebtedness and fund acquisitions.

We face numerous challenges in 2007. We will be challenged with integrating the operations of the
proposed acquisition of Houston Exploration. Among other matters, we plan to realign staff and
responsibilities, and continue to implement effective cost structures. In addition, we expect our debt-to-
book capitalization ratio to be approximately 50% after the closing of the pending Houston Exploration
acquisition, which is higher than our targeted ratio of 30% to 40%. We expect to lower the ratio by selling
our Alaska business unit and certain other non-core assets. We expect to continue to pursue asset
acquisition opportunities in 2007, but expect to continue to confront intense competition for these assets.
Also, due to a relatively high commodity price environment, we anticipate service costs as well as costs of
equipment and raw materials to remain consistent with the levels experienced in 2006. Our challenge will
be to economically add reserves, through drilling and acquisitions, and operate our productive assets in a
cost-¢fficient manner that achieves attractive returns for our shareholders.
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Results of Operations

As a result of the Spin-off discussed above, the revenues and expenses associated with our offshore
Gulf of Mexico operations are only included in our consolidated results of operations through February 28,
2006. As a result, the operational results for 2006 presented are not comparable to results for 2005. As
such, revenues and expenses in 2006 and 2005 that are directly attributable to the properties included in
the Spin-off (the “Spin-off Properties”) and those retained (the “Retained Properties”) are discussed
separately.

For the year ended December 31, 2006, Forest reported net earnings of $168.5 million or $2.71 per
basic share, an 11% increase compared to net earnings of $151.6 million or $2.47 per basic share in the
corresponding 2005 period. The increase in net earnings in 2006 compared to 2005 was primarily due to
increases in net unrealized gains on our derivative instruments offset by decreased earnings from
operations as a result of the Spin-off transaction discussed above. For the year ended December 31, 2005,
Forest reported net earnings of $151.6 million or $2.47 per basic share, a 24% increase compared to net
earnings of $122.6 million or $2.15 per basic share in the corresponding 2004 period. The increase in
earnings in 2005 compared to 2004 was primarily the result of increased average oil and gas sales prices,
offset partially by decreased sales volumes due to production deferrals from the 2005 hurricane season and
related per-unit increases in oil and gas production expense. Discussion of the components of the changes
in our annual results follows.
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Qil and Gas Sales

Production volumes, revenues, and weighted average sales prices, by product and location for the
years ended December 31, 2006, 2005, and 2004 are set forth in the table beiow.

Year Ended December 31,
2006 2(HES 2004
Gas il NGLs Total Gns Oil NGLs Total Gas 0il NGLs Tolal

(MMch  (MBbls) (MBbls} (MMcfe) (MMcl)  (MBBls}  (MBOE) (MMcfe;  (MMch)  (MBbls) (MBBIs) (MMcfe)

Production volumes:
Retained Propertics:

United Seates. .. ....._.... 42,296 5,050 1.562 51,968 33,792 5,342 1,191 72,99 29,736 5972 548 67,656
Canada . ................ 24,350 739 400 31,184 18.921 844 408 26,433 15,946 897 390 23,668
Total Retained Properties . ., . 66,646 5,789 1962 113,152 52713 6,180 1,599 99,423 45,682 6,009 938 91,324
Spin-off Properties . .. .. .. .. 6378 193 82 5,028 49,120 2,070 713 65,518 61.684 2624 &6 81,064
Totals ... .o0vu i 73024 5,982 2,044 121,180 101,833 8.256 2312 165,241 107,366 4,293 1,544 172,388

Revenues (In Thousands):
Retained Propertics:

United States . .. .......... $248075 314410 49,616 612,101 234,895 282,013 3.643 551,551 168,665 224319 13,528 406,512
United States hedging effects'” (967)  (20,526) — (21,493} (16,309)  (4L,898) — (58,207)  (16,650)  (43,411) — {60,061}
Canada. ..............., 123,408 37,005 16,559 172,872 126,971 35,382 14,748 17690  67.398 31,839 10,953 110,190
Total Retained Properties . ... 370,516 331,489 06.175 768,180 345357 275497 49,391 670,245 219413 21247 24,481 456,641
Spin-off Properties ... .... .. 53975 11614 3020 68,609  38Y.562 109,213 21,7132 520,507 388559 105,113 16,535 510,207
Spin-off Propertics hedging
effects™. ... ... ... (16.926)  {5,304) — (223200 (86,983) (41.25)) — _(12823%5) (34.630) (22438) — (57.068)
Total Spin-off Properties . . . ., 3749 6.220 3.020 46,289 302579 67,961 21,132 392272 353929 82,675 16,535 453,159
Totals ................... $407,565 337,709 9,195 B14.469 547936 343,458 71,123 1,062,517 573,342 205422 41016 909,780

Average sales price:
Retained Properties:

United Sates. . .. .. ....... $ 587 6226 3176 7.47 695 5219 2909 7.56 507 38.80 24.69 6.01
United States hedging effects™ , (.02) (4.06) — .26} (.48) (7.84) — (.80) {.56) (1.52) — {89)
Canada. ..,............. 5.07 50.89 4140 5.69 6.70 41.92 36.15 6.69 4.23 15.4¢ 28.08 4.66
Total Retained Properties . .. . 5.56 57.26 33.73 6.79 635 44.54 30.89 674 4.80 3190 26.10 5.00
Spin-off Properties . ... ... .. 8.46 6018 30,83 8.58 7.93 52.76 30.48 .91 6,30 4000 21.29 6.29
Spin-off Praperties hedging

effects L (265) _(27.95) — (2.78) (7D (1993 - (.98 (56) (K55 — (&L
Total Spin-off Praperties . . . . . 5.81 3223 36.83 577 6.16 32.83 30.48 £.96 574 3151 27.29 5.59

Totals ................... $ 558 56.45 33.85 6.72 6.36 41.60 3016 643 5. 31.79 26.56 5.28

Commodity swaps and collars were transacted to hedge the price of spot market volumes against price fluctuations. Sec Part 11, Item 7A—"Quantitative und Qualitative
Drisclusures about Market Risk” below cancerning our hedging activitics.

Net oil and gas production from the Retained Properties in 2006 was 113.2 Befe or an average of
310.0 MMcfe per day, a 14% increase from 99.4 Befe or an average of 272.4 MMcfe per day in 2005. The
net increase in oil and gas production was primarily attributable to increases at the Buffalo Wallow field
and the recently acquired East Texas properties in the United States and the Wild River field in Canada.
Oil and natural gas revenues from the Retained Properties were $768.2 million in 2006, a 15% increase as
compared to $670.2 million in 2005. The increase in oil and natural gas revenues from the Retained
Properties was due 1o the 14% increase in production and a 1% increase in the average realized sales price
per Mcfe from $6.74 in 2005 10 $6.79 in 2006.

Qil and gas production from the Spin-off Properties in 2006 was 8.0 Befe or an average of 136.1
MMcfe per day (through February 28, 2006) compared to 65.8 Befe or an average of 180.3 MMcfe per day
in 2005. Average daily production in 2006 was lower than in 2005 due to shut-in production resulting from
hurricanes Rita and Katrina in the third and fourth quarters of 2003. Qil and gas revenues from the
Spin-off Properties totaled $46.3 million in 2006 resulting in an average price per Mcfe of $5.77 compared
to oil and natural gas revenues from the Spin-off Properties of $392.3 million, or $5.96 per Mcfe in 2005.
The decrease in total production and total oil and gas revenues was due to the fact that 2006 includes only
two months of offshore production given the Spin-off on March 2, 2006.

Oil and gas sales revenues from all properties increased $152.7 million in 2005 compared to 2004 as a
result of a 22% increase in price realizations per Mcfe partially offset by a 4% decrease in production. The
decrease in our sales volumes between the same periods of 7.1 Befe was due primarily to approximately 16
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Bcfe of deferred production due to hurricanes Katrina and Rita that primarily impacted our offshore Gulf
of Mexico properties, offset by increases in our onshore North American production.

The average realized sales prices for the periods presented include losses that we recognized on our
derivative instruments designated as cash flow hedges. For the years ended December 31, 2006, 2005 and
2004, Forest recognized hedging losses of $43.8 million, $186.4 million, and $117.1 million, respectively.
The recognized losses in 2006 include $15.2 million in hedge losses settled in the fourth quarter of 2005 but
recognized in the first quarter of 2006 to correspond with the timing of the production that was deferred by
hurricanes Katrina and Rita. See Realized and Unrealized Gains and Losses on Derivative Instruments below
for information on gains and losses recognized on derivative instruments not designated as cash flow hedges
during the last three years.

il and Gas Production Expense

The table below sets forth the detail of oil and gas production expense for the years ended
December 31, 2006, 2005, and 2004:

Year Ended December 31,
2006 2005 2004
Retained  Spin-off Retained  Spin-off Retained  Spin-off
Properties Properties Total Properties Properties _Total Properties Properties _Total
(In Thousands, Except per Mcfe Data)

Leasc operating expenses

(“LOE™):
Direct operating cxpense and
overhead ........... ... $123,19] 9377 132,568 103,742 62377 166,119 99,597 66,386 165,983
Workover expense. .. ... ... 13,369 8,761 22,130 17,096 12,915 30,011 9,485 11,573 21,058
Hurricane repairs ... ..., .. 18 158 176 399 3,232 3,631 — 2,120 2,120
Total LOE............. $136578 18296 154,874 121,237 78,524 199,761 109,082 80,079 189,161
LOEperMcfe............-- s L2l 2.28 1.28 1.22 1.19 1.21 L19 .99 110
Production and property taxes . $ 38,890 151 39,041 40,400 2,215 42,615 30,693 1,548 32,241
Production and property taxes
perMefe .......ooonninns $ 34 02 A2 41 03 26 34 02 19
Transportation and processing
COSES. «oveeerenemanssnns $ 21,532 344 21,876 16116 3,383 19499 14,617 2,175 16,792
Transportatien and processing
costsperMefe............ $ 19 .04 18 .16 03 A2 .16 03 Jdo

Lease Operating Expenses

Lease operating expenses for the Retained Properties increased 13%, or $15.3 million, to $136.6
million in 2006 from $121.2 million in 2005. However, on a per-Mcfe basis, LOE from the Retained
Properties decreased slightly to $1.21 per Mcfe in 2006 from $1.22 per Mecfe in 2005. Lease operating
expenses for the Spin-off Properties were $18.3 million in 2006 compared to $78.5 million in 2005.On a
per-Mcfe basis, LOE from the Spin-off propetties increased $1.09 per Mcfe in 2006 to $2.28 per Mcfe from
$1.19 per Mcfe in 2005 primarily duc toa relative increase in workover €Xpenses.

Lease operating expenses from all properties increased $10.6 million to $199.8 in 2005 from $189.2 in
2004. On a per-unit basis, lease operating expenses increased 10% to $1.21 per Mcfe in 2005 from $1.10
per Mcfe in 2004 due primarily to hurricane activity in the third quarter of 2005 that deferred
approximately 16 Bcfe of production. As reflected in the table above, direct operating expenses and
overhead increased only marginally in 2005 compared to 2004 while increases in workover costs made up
the majority of the $10.6 million increase in LOE.
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Production and Property Taxes

Production and property taxes on the Retained Properties decreased by 4% or $1.5 miltion in 2006 as
compared to the prior year. The decrease from the prior year is primarily attributable to severance tax
incentives provided in Texas, partially offset by higher realized oil and gas revenues and higher assessed
property valuations. Productton and property taxes incurred on the Spin-off Properties were $.2 million
during 2006 compared to $2.2 million during 2005. The decrease in the Spin-off Properties’ production and
property taxes was due to the fact that 2006 includes only two months of activity. The increase in production
and property taxes of $10.4 million from 2004 to 2005 on all properties was primarily a result of the higher
realized oil and gas revenues and higher assessed property valuations.

As a percentage of oil and natural gas revenue, excluding hedging losses, production and property
taxes were 4.5%, 3.4%, and 3.1% for the years ended December 31, 2006, 2005, and 2004, respectively. The
increase in each period is primarily the result of a change in our production mix over the last few years to a
higher percentage of onshore production, which is generaily subject to production taxes, versus offshore
production, which is generally not subject to production taxes.

Transportation and Processing Costs

Transportation and processing costs for the Retained Properties were $21.5 million or $.19 per Mcfe
in 2006 compared to $16.1 million or $.16 per Mcfe in 2005. The increase of $5.4 million or $.03 per Mcfe
was primarily due to higher transportation and processing costs in Canada and Alaska. Transportation and
processing costs for the Spin-off Properties on a per-Mcfe basis were $.04 for 2006 compared to $.05
during the prior year. Transportation and processing costs for all properties were $19.5 million or $.12 per
Mcfe in 2005 and $16.8 million or $.10 per Mcfe in 2004. The increase of $2.7 million or $.02 per Mcfe was
due to increases in transportation and processing rates and increases in fuel prices.

General and Administrative Expense
The following table summarizes the components of general and administrative expense and stock-
based compensation expense incurred during the periods:

Year Ended December 31,
2006 2005 2004
(In Thousands, Except Per Mcfe Data)

Total general and administrative costs before stock-based

COMPENSATION « ..ot i ettt ettt e e et e e anre e, $ 58,108 68,934 55,911
General and administrative costs capitalized .................... (23,730) (25,994) (23,888)

General and administrative expense before stock-based

COMPENSALION . . ..ottt i ie et irerennrernennns $ 34,378 42,940 32,023

General and administrative expense per Mcfe ................... $§ 028 0.26 0.19
Total stock-based coOmpPensation CoOStS .. ......oovvvieernnrnnenn.. $ 22,048 1,275 203
Stock-based compensation costs capitalized ..................... (8,118) (512) (81)

Stock-based compensation expense ..........ciieaiiiiiaes, 13,930 763 122
Stock-based compensation expense per Mcfe.............. ... .. § 011 — —
Total general administrative expense including stock-based

COMPENSATION « « vttt e it e s et et e et e e e eeaee e $ 48,308 43,703 32,145

General and Administrative Expenses

The decrease in general and administrative expense before stock-based compensation to $34.4 million in
2006 from $42.9 million in 2005 was primarily related to salary and benefit savings related to a reduction in
the number of employees subsequent to the Spin-off as well as a $1.9 million reduction in our post-retiree
medical benefit liability caused by a curtailment in the post-retiree medical benefit plan also as a result of the
Spin-off. The increase of $10.9 million in general and administrative costs in 2005 as compared to 2004 was
primarily related to an increase in salaries and related employee benefit costs caused by our hiring additional
employees in conjunction with acquisitions completed in 2004 and early 2005 and general increases in salaries
due to the competitive market for experienced oil and gas professionals. The percentage of general and
administrative costs capitalized remained relatively constant between the three years, ranging between 38%
and 43%.
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Stock-Based Compensation Expense

The significant increase in stock-based compensation in 2006 is due to the implementation of
Statement of Financial Accounting Standards (“SFAS”) No. 123 (Revised), “Share-Based Payment”
(“SFAS 123(R)™). Under this method of accounting, compensation cost is recorded for all unvested stock
options, restricted stock, and phantom stock units beginning in the period of adoption and prior financial
staternents are not restated. Under the fair value recognition provisions of SFAS 123(R), stock-based
compensation is measured at the grant date based on the value of the awards and is recognized over the
requisite service period (usually the vesting period). Prior to January 1, 2006, we accounted for stock-based
compensation using the intrinsic value method prescribed in Accounting Principles Board (“*APB”)
Opinion No. 25, “Aeccounting for Stock Issued to Employees”, and related interpretations. Under APB
Opinion No. 25, no compensation expense was recognized for stock options issued to employees because
the grant price equaled or was above the market price on the date of the option grant.

In accordance with the provisions of SFAS 123(R), stock-based compensation cost in the amount of
$22.0 million was recorded during the year ended December 31, 2006 of which approximately $9.7 milfion
is attributed to a partial settlement of Forest’s restricted stock awards and phantom stock unit awards in
connection with the Spin-off. Of the $22.0 million total, $13.9 million was recorded as compensation
expense and $8.1 million, or 37%, was capitalized to oil and gas properties in accordance with the full cost
method of accounting.

Depreciation and Depletion; Undeveloped Properties

Year Ended December 31,

2006 2005 2004
(In Thousands, Except Per Mcfe Amounts)
Depreciation and depletionexpense. . .......................... $266,881 368,679 354,092
Depreciation and depletion expense perMcfe................... $ 220 2.23 2.05

Depreciation, depletion, and amortization expense (“DD&A™} in 2006 was $266.9 million compared
to $368.7 million in 2005. On an equivalent Mcf basis, DD&A expense remained consistent at $2.20 per
Mcfe in 2006 compared to $2.23 per Mcfe in 2005. The more significant change between 2005 and 2004 of
$.18 per Mcfe was due primarily to higher anticipated drilling and completion costs on future development
activities in 2005 as well as the effect of property divestitures in Canada in late 2004,

The following costs of undeveloped properties were nat subject to depletion at the periods indicated:
United

December 31, States Canada International Total
(In Thousands)
2000 . e $149.687 53,034 58,538 261,259
7 174,249 44,798 56,637 275,684
2004 e e 106,908 46,730 55,966 209,604

The decrease in the total undeveloped properties of $14.4 million in 2006 from 2005 was due primarily
to the Spin-off transaction noted above offset by property acquisitions completed during 2006, including
the Cotton Valley assets in East Texas. The increase in the total undeveloped properties in 2005 from 2004
was due primarily to the additional undeveloped properties acquired in 2005 in conjunction with the
Buffalo Wallow acquisition. See Note 2 to the Consolidated Financial Statements for additional
information on the Cotton Valley and Buffalo Wallow acquisitions.

Accretion of Asset Retirement Obligations

Accretion expense of approximately $7.1 million in 2006, and $17.3 million in both 2005 and 2004 was
related to the accretion of Forest’s asset retirement obligations pursuant to SFAS No. 143, SFAS No. 143
requires entities to record the fair value of a liability for an asset retirement obligation in the period in
which it is incurred and a corresponding increase in the carrying amount of the related long-lived asset.
The significant decrease in 2006 is attributable to the large reduction in future abandonment liabilities
associated with the Spin-off on March 2, 2006, discussed above.
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International Impairments

Forest recorded impairments related to its international properties of $3.7 million in 2006 with $2.1
recorded during the second quarter of 2006 related to a dry hole drilled in Gabon and $1.6 miilion
recorded during the fourth quarter of 2006 related to expired concessions in Italy. In 2005, Forest recorded
an impairment of $2.9 million related to certain international properties, principally related to its
leaseholds in Romania. The Romania impairment was recorded in the first quarter of 2005 in connection
with our decision to exit the country as we rationalized our international assets to concentrate on fewer
areas. In 2004, Forest recorded impairments of international oil and gas properties of $4.1 million related
to evaluations of projects in Albania, Germany, and [taly.

Interest Expense

Interest expense of $71.8 million in 2006 was 17% greater than in 2005, primarily due to higher
average interest rates and higher average debt balances. Interest expense of $61.4 mitlion in 2005 was 6%
greater than $57.8 million in 2004, due primarily to higher average debt balances.

Realized and Unrealized Gains and Losses on Derivative Instruments

Realized and unrealized gains and losses on derivative instruments are primarily related to various
derivatives that did not qualify for cash flow hedge accounting either at their inception, or where hedge
accounting was discontinued during their term. When the criteria for cash flow hedge accounting are not
met or when cash flow hedge accounting is not elected, realized gains and losses (i.e., cash settlements) are
recorded under other income and expense in the Consolidated Statements of Operations. Similarly,
changes in the fair value of the derivative instruments are recorded as unrealized gains or losses in the
Consolidated Statements of Operations. In contrast, cash settlements for derivative instruments that
qualify for hedge accounting are recorded as additions to or reductions of oil and gas revenues while
changes in fair value of cash flow hedges are recognized, to the extent the hedge is effective, in other
comprehensive income until the hedged item is recognized in ¢arnings.

Because a significant portion of our derivatives no longer qualified for hedge accounting and to
increase clarity in our financial statements, Forest elected to discontinue hedge accounting for all of its
remaining commodity derivatives beginning in March 2006. Subsequent to March 2006, Forest has
recognized mark-to-market gains and losses in earnings, rather than deferring such amounts in
accumulated other comprehensive income included in shareholders’ equity. This change in reporting has
had no impact on Forest’s reported cash flows, although results of operations have been affected by mark-
to-market gains and losses, which fluctuate with volatile oil and gas prices.

The table below sets forth realized and unrealized gains and losses principally related to our
derivatives that did not qualify for hedge accounting or where hedge accounting was not elected for the
periods indicated, which were recorded under other income and expense:

Year Ended December 31,

2006 2005 2004
(In Thousands)
Realized (losses) gains .. ... i e e e an, $(23,864) (35,390) 336
Unrealized gains (I08SeS) .. ... it iiie s 83,629  (21,373) (1,088)
Total. . $ 59,765  (56,763) (752)

For comparative purposes, the following table sets forth, for the periods indicated, realized losses on
derivative instruments that met the criteria for hedge accounting, which were recorded as reductions of oil
and gas revenues.

Year Ended December 31,
2006 2005 2004
(In Thousands)

Realized losses included in oil and gasrevenue .................... $(43,813) (186,442) (117,129)




Other (Income) Expense, Net

The components of other (income) expense, net for the years ended December 31, 2006, 2005, and
2004 were as follows:

Year Ended December 31,

2006 2005 2004
(In Thousands)
Realized foreign currency exchange gain. . ............ ..ot $ (31%) — (4.728)
FranchiSe taXES . . o oot e e it it e e e 1,410 1,963 1,219
Share of (income) loss of equity method investee ................... (2,334) 562 (1,726)
L0 T ¢ 1<) P17 =1 S AU 1,135 3,722 3,056
Total other (incOme) €Xpense, NEt .......ovvvivrrneraraeannnns $ (104) 6,247 (2,179)

The foreign currency exchange gains in 2006 and in 2004 are related to the repayment of Canadian
intercompany debt and intercompany advances denominated in U.S. dollars. Franchise taxes are paid to
the states of Texas and Louisiana based on capital investment deployed in these states, determined by
apportioning total capital as defined by statute. Forest’s share of income or loss of equity method investee
relates to our 40% ownership of a pipeline company that transports crude oil in Alaska.

Income Tax Expense

The table below sets forth Forest’s total income tax expense from continuing operations and effective
tax rates for the periods presented:

Year Ended December 31,

2006 2005 2004
{In Thousands, Except Percentages)
INCOME taX EXPEMSE . ..o it itie et iiaiea e aa e $90,903 93,358 78,744
Effective taX TAIE « .\ ii ittt e et aia et ceica e ciennananeens 35% 38% 39%

The decrease in our effective tax rate in 2006 to 35% from 38% in 2005, was due to a reduction in
income taxes of approximately $18.0 million related to statutory rate reductions enacted in Canada and
changes in the Texas income tax law, net of tax increases of $7.2 million related to the effects of the Spin-
off of our offshore Gulf of Mexico operations (which includes the tax effects of non-deductible Spin-off
costs and an increase in Forest’s combined state income tax rates). See Note 5 to the Consolidated
Financial Statements for a reconciliation of our income taxes at the statutory rate to income taxes at our
effective rate for each period presented.

Results of Discontinued Operations

On March 1, 2004, the assets and business operations of our Canadian marketing subsidiary were sold
to Cinergy Canada, Inc. (“Cinergy”) for $11.2 million CDN. Under the terms of the purchase and sale
agreement, Cinergy will market natural gas on behalf of Canadian Forest for five years through
February 2009 (unless subject to prior contractual commitment), and will also administer the netback pool
that we formerly administered. We could receive additional contingent payments related to this sale over
the next three years if Cinergy meets certain earnings goals with respect to the acquired business. During
the year ended December 31, 2006, Forest recognized an additional $3.6 million contingent payment (524
million net of tax) due under the agreement, which has been reflected as income from discontinued
operations in the Consolidated Statements of Operations. During 2005, Forest did not record a gain or loss
from the sale of discontinued operations, In 2004, Forest recorded a $.6 million loss on discontinued
operations, net of tax which included marketing income, general and administrative expenses, deferred
income tax expense and other income and expense items. The subsidiary’s results of operations have been
reported as discontinued operations in the Consolidated Statements of Operations for all years presented.
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Liquidity and Capital Resources

In 2007, as in 2006, we expect our cash flow from operations to be our primary source of liquidity to
meet operating expenses and fund capital expenditures other than large acquisitions. Any remaining cash
flow from operations will be available for acquisitions, in whole or in part, or other corporate purposes,
including the repayment of indebtedness.

The prices we receive for our oil and natural gas production have a significant impact on operating
cash flows. While significant price declines in 2007 would adversely affect the amount of cash flow
generated from operations, we utilize a hedging program to partially mitigate that risk. As of February 27,
2007, Forest has hedged approximately 55 Befe of its 2007 production. This level of hedging provides some
certainty of the cash flow we will receive for a portion of our expected 2007 production. Depending on
changes in oil and gas futures markets and management’s view of underlying 0il and natural gas supply and
demand trends, we may increase or decrease our current hedging positions. For further information
concerning our 2007 hedging contracts, see Item 7A—"Quantitative and Qualitative Disclosures about
Market Risk—Hedging Program,” below.

Our $600 million revolving bank credit facilities, which we entered into in September 2004, provide
anather source of liquidity. These credit facilities, which mature in September 2009, are used to fund daily
operating activities and acquisitions in the United States and Canada as needed. At January 31, 2007, we
had approximately $107.2 million of outstanding borrowings and letters of credit under the bank credit
facilities, and an unused borrowing base of $492.8 million. We intend to amend and restate these credit
facilities in connection with our proposed merger with Houston Exploration as described below under
“Bank Credit Facilities”.

The public capital markets have been our principal source of funds to finance large acquisitions, We
have sold debt and equity securities in both public and private offerings in the past, and we expect that
these sources of capital will continue to be available to us in the future for acquisitions. In July 2004, we
filed a shelf registration statement that allows Forest to issue equity and debt securities of up to
$600 miilion, all of which is still available. Nevertheless, ready access to capital on reasonable terms can be
impacted by our debt ratings assigned by independent rating agencies and are subject to many
uncertainties, including restrictions contained in our bank credit facilities and indentures for our senior
notes, macrocconomic factors outside of our control, and other risks as explained in Part 1, Item 1A—
“Risk Factors.”

In conjunction with the announcement of the pending acquisition of Houston Exploration, we also
announced our plans to sell our Alaska business unit and certain other non-core assets, which should
provide another source of liquidity in 2007.

We believe that our available cash, cash provided by operating activities, and funds available under
our bank credit facilities will be sufficient to fund our operating, interest, and general and administrative
expenses, our capital expenditure budget, and our short-term contractual obligations at current levels for
the foreseeable future.

Bank Credit Facilities

Forest currently has credit facilities totaling $600 million, consisting of a $500 million U.S. credit
facility through a syndicate of banks led by JPMorgan Chase Bank and a $100 million Canadian credit
facility through a syndicate of banks led by JPMorgan Chase Bank, Toronto Branch. The credit facilities
mature in September 2009. Subject to the agreement of Forest and the applicable lenders, the size of the
credit facilities may be increased by $200 million in the aggregate.

Availability under the credit facilities is based either on certain financial covenants included in the
credit facilities or on the loan value assigned to Forest’s oil and gas properties. If Forest’s corporate credit
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rating by Moody’s is “Bal” or higher and “BB+" or higher by S&P, availability under the credit facilities
may, at Forest’s election, be governed by certain financial covenants. Alternatively, if Forest’s senior
unsecured long-term debt credit rating is “Ba2” or lower by Moody’s or “BB” or lower by S&P, availability
under the credit facilities will be governed by a borrowing base (“Global Borrowing Base”). Currently, the
amount available under the credit facilitics is determined by the Global Borrowing Base. Effective
September 29, 2006, the syndicate of banks approved a Global Borrowing Base of $900 million; however,
Forest did not elect to change the Global Borrowing Base allocation and the U.S. allocated borrowing base
was kept at $500 million and the Canadian allocated borrowing base was kept at $100 million.

The determination of the Global Borrowing Base is made by the lenders taking into consideration the
estimated value of Forest’s oil and gas properties in accordance with the lenders’ customary practices for
oil and gas loans. This process involves reviewing Forest’s estimated proved reserves and their valuation.
While the Global Borrowing Base is in effect, it is redetermined semi-annually, and the available
borrowing amount could be increased or decreased as a result of such redeterminations. In addition,
Forest and the lenders each have discretion at any time, but not more often than once during any calendar
year, 10 have the Global Borrowing Base redetermined. A revision to Forest’s reserves may prompt such a
request on the part of the lenders, which could possibly result in a reduction in the Global Borrowing Base
and availability under the credit facilities. If outstanding borrowings under either of the credit facilities
exceed the applicable portion of the Global Borrowing Base, Forest would be required to repay the excess
amount within a prescribed period. If we are unable to pay the excess amount, it would cause an event of
default.

The credit facilities include terms and covenants that place limitations on certain types of activities,
including restrictions or requirements with respect to additional debt, liens, asset sales, hedging activities,
investments, dividends, mergers, and acquisitions. The credit facilities also include several financial
covenants. Availability, interest rates, security requirements, and other terms of borrowing under the credit
facilities will vary based on Forest’s credit ratings and financial condition, as determined by certain
financiat tests. In particular, any time that availability is not determined by the Global Borrowing Base, the
amount available and our ability to borrow under the credit facilities is determined by certain financial
covenants. Also, even when availability is determined by the Global Borrowing Base, certain financial
covenants may affect the amount available and Forest’s ability to borrow amounts under the credit
facilities.

The credit facilities are collateralized by a portion of our assets. We are required to mortgage, and
grant a security interest in, 75% of our consolidated proved oil and gas properties, measured by value. We
have also pledged the stock of several subsidiaries to the lenders to secure the credit facilities. Under
certain circumstances, we could be obligated to pledge additional assets as collateral. If our corporate
credit ratings by Moody’s and S&P improve and meet pre-established levels, the collateral requirements
would not apply and, at our request, the banks would release their liens and security interests on our
properties.

At December 31, 2006, there were outstanding borrowings of $23.0 million under the U.S. credit
facility at a weighted average interest rate of 8.5%, and there were outstanding borrowings of $84.1 million
under the Canadian credit facility at a weighted average interest rate of 5.9%. We also had used the credit
facilities for approximately $3.5 million in letters of credit, leaving an unused borrowing amount under the
Global Borrowing Base of approximately $489.4 million at December 31, 2006. At January 31, 2007, there
were outstanding borrowings of $21.0 million under the U.S. credit facility at a weighted average interest
rate of 6.9%, and there were outstanding borrowings of $83.3 million under the Canadian credit facility at
a weighted average interest rate of 5.9%. We also had used the credit facilities for approximately
$2.9 million in letters of credit, leaving an unused borrowing amount under the Global Borrowing Base of
approximately $492.8 million.
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On January 5, 2007, Forest, J.P. Morgan Securities Inc. and JPMorgan Chase Bank, N.A. entered into
a commitment letter and fee letter with respect to the financing of the merger with Houston Exploration
and the related transactions and the refinancing of certain of Forest’s existing debt. The commitment
letter, which is subject to customary conditions, provides for a commitment of an aggregate of up to $1.4
billion in financing under a five-year amended and restated revolving credit facility. Initially, we anticipate
the commitments for the amended and restated U.S. and Canadian credit facilities will consist of a U.S.
facility of up to $1.25 biflion and a Canadian facility of up to $150 million. We expect the terms of the
amended and restated credit facilities to be substantially similar to those of the existing credit facilities. We
expect to finance the cash portion of the merger consideration, which is expected to be approximately $740
million in cash (based on the outstanding shares of Houston Exploration common stock on January 4, 2007
and subject to increase), through borrowings under these amended and restated credit facilities. Forest
also expects to use these credit facilities to pay for related merger costs and expenses and for general
corporate purposes following the merger. The commitment letter expires April 30, 2007 and is subject to
customary closing conditions,

Term Loan Financing Agreement

On December 8, 2006, Forest, through its wholly-owned subsidiaries Forest Alaska and Forest Alaska
Holding LLC (“Forest Holding”), issued, on a non-recourse basis to Forest, term loan financing facilities
in the aggregate principal amount of $375 million. The issuance was comprised of two term loan facilities,
including a $250 million first lien credit agreement and a $125 million second lien credit agreement
(together the “Credit Agreements”). The loan proceeds were used to fund a $350 million distribution to
Forest, which Forest used to pay down its U.S. credit facility, and to provide Forest Alaska working capital
for its operations and pay transaction fees and expenses. Interest on the loans are based on an adjusted
LIBO rate (“LIBOR™) (LIBOR plus 3.50% under the first lien credit agreement and LIBOR plus 6.50%
under the second lien credit agreement) or on a rate based on the federal funds rate (federal funds rate
plus 3.0% under the first lien credit agreement and federal funds rate plus 6.0% under the second lien
credit agreement), at the election of Forest Alaska. The loans under the first lien agreement will become
due on December 8, 2010 and the loans under the second lien agreement will become due on December 8,
2011. The term loans are secured by substantially all of the subsidiary’s assets.

Partial repayments on the loans outstanding under the first lien agreement are due at the end of each
calendar quarter, while the loans under the second lien agreement are scheduled for repayment on the
maturity date. In addition, Forest Alaska is obligated to make mandatory prepayments annually using its
excess cash flow and the proceeds associated with certain equity issuances, asset sales, and incurrence of
additional indebtedness. Under certain circumstances involving a change in control involving Forest
Holding or Forest Alaska, the credit agreements also require Forest Alaska to offer to repurchase
outstanding loans and purchase loans put to it by the lenders and, depending on the date of any such
repurchase, the repurchase price may include a premium. Upon an event of default, a majority of the
lenders under each of the Credit Agreements may request the agent to declare the loans immediately
payable. Under certain circumstances involving insolvency, the loans will automatically become
immediately due and payable.

The Credit Agreements include terms and covenants that place limitations on certain types of
activities that may be conducted by Forest Alaska and Forest Holding. The terms include restrictions or
requirements with respect to additional debt, liens, investments, hedging activities, acquisitions, dividends,
mergers, sales of assets, transactions with affiliates, and capital expenditures. In addition, the Credit
Agreements include financial covenants addressing limitations on present value to total debt and first lien
debt, interest coverage and leverage ratios.
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Credit Ratings

Our senior notes are separately rated by two ratings agencies: Moody’s and S&P. In addition, Moody’s
and S&P have assigned Forest a general corporate credit rating. From time to time, our assigned credit
ratings may change. In assigning ratings, the ratings agencies evaluate a number of factors, such as our
industry segment, volatility of our industry segment, the geographical mix and diversity of our asset
portfolio, the allocation of properties and exploration and drilling activities among short-lived and
longer-lived properties, the need and ability to replace reserves, our cost structure, our debt and capital
structure and our general financial condition and prospects.

Our bank credit facilities include conditions that are linked to our credit ratings. The fees and interest
rates on our commitments and loans, as well as our collateral obligations, are affected by our credit ratings.
The indentures governing our senior notes do not include adverse triggers that are tied to our credit
ratings. The indentures include terms that will allow us greater flexibility if our credit ratings improve to
investment grade and other tests have been satisfied. In this event, we would have no further obligation to
comply with certain restrictive covenants contained in the indentures. Our ability to raise funds and the
costs of any financing activities may be affected by our credit rating at the time any such activities are
conducted. If we consummate the merger with Houston Exploration as planned, we expect the terms of the
amended and restated credit facilities to be substantially similar to those of the existing credit facilities.

Historical Cash Flow

Net cash provided by operating activities, net cash used by investing activities, and net cash provided
(used) by financing activities for the years ended December 31, 2006, 2005, and 2004 were as follows:

Year Ended December 31,

2006 2005 2004
(In Thousands)
Net cash provided by operating activities...................ovoat. $ 422478 628,565 568,013
Net cash used by investing activities . ...............coiiin (909,891) (671,230) (455,901)
Net cash provided (used) by financing activities................... 513,832 (4.596) (68,269)

The decrease in net cash provided by operating activities in 2006 compared to 2005 of approximately
$206.1 million was due primarily to the spin-off of our Gulf of Mexico operations on March 2, 2006. The
increase in net cash provided by operating activities in 2005 compared to 2004 of approximately
$60.6 million was due primarily to a $42.4 million increase in net income excluding deferred income tax
expense.

The increase in cash used by investing activities in 2006 of $238.7 million was due primarily to an
increase in cash used for the acquisition, exploration, and development of oil and gas properties of $214.5
million. The increase in cash used by investing activities in 2005 of $215.3 million was due primarily to an
increase in cash used for the acquisition, exploration, and development of oil and gas properties of
$139.0 million and a decrease in proceeds from the sale of assets of $73.9 million. The major components
of cash used by investing activities for the years ended December 31, 2006, 2005 and 2004 were as follows:

Year Ended December 31,

2006 2005 2004
(In Thousands)
ACQUISIIONS. ..ottt $(292,807) (204,450) (249,708)
Exploration and development ¢osts ........... ...l (601,641) (475,524) (291,292)
Other fiXed ASSETS. ..o ivrr e v e e e e i (21,950)  (10,743) (2,829)
Proceeds fromsalesof assets . . ....ooiiin it 6,507 24,046 97,933
L 1T N0 1 R U PSP — (4,559) (10,005)
Net cash used by investing activities . ........... ... ..ot $(909,891) (671,230) (455,901)
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Net cash provided by financing activities in 2006 of $513.8 million primarily included net bank
borrowings on our credit facilities of $130.2 million and the issuance of term loans of $375.0 million as
discussed above. Net cash used by financing activities in 2005 of $4.6 million primarily included the net
repayment of bank borrowings of $33.3 million, more than offset by net proceeds from the exercise of
options and warrants of approximately $43.4 million. Net cash used by financing activities of $68.3 million
in 2004 included the issuance of 5.0 million shares of common stock at a price of $24.40 per share for net
proceeds of $117.1 million after deducting underwriting discounts and commissions and offering expenses.
The net proceeds from the offering were used to fund a portion of The Wiser Oil Company (“Wiser”)
acquisition. In July 2004, we issued $125 million in principal amount of 8% Senior Notes due 2011, at
107.75% of par for proceeds of $133.3 million (net of related offering costs). The net proceeds were used
to reduce outstanding borrowings under our U.S. credit facility. In July 2004, we redeemed, at 101.583% of
par value, $125 million in principal amount of 9 /,% Senior Subordinated Notes due 2007 that were issued
by Wiser. The note redemption was funded using borrowings under our U.S. credit facility.

Capital Expenditures
Expenditures for property acquisitions, exploration, and development were as follows:

Year Ended December 31,

2006 2005 2004
(In Thousands)
Property acquisitions:
Proved properties. ........coiuuiieir i i $261,525 238942 367,974
Undeveloped properties. ... e 53,788 73868 57,452
315,313 312,810 425,426
Exploration:
| 3D Tl e ] O A AR 249,838 245,523 79,676
Overhead capitalized......... ...t 12,121 12,811 11,917
261,959 258,334 91,593
Development:
BN (= e 343,885 252,509 171,166
Overhead capitalized. .. ... . .. i 19,727 13,695 12,052
363,612 266,204 183,218
Total capital expenditures®®® oo $940,884 837,348 700,237

M Total capital expenditures include both cash expenditures and accrued expenditures. In addition, property acquisitions include a
gross up for deferred income taxes of approximately $71.5 million in 2005 and $46.6 million in 2004 and excludes goodwill
recorded in connection with business combinations of approximately $23.0 million in 2005 and $64.1 million in 2004. See Note 2
to the Consolidated Financial Statements for the allocation of purchase consideration for the arger acquisitions compteted in
2006, 2005, and 2004,

& Does not include estimated discounted asset retirement obligations of $2.4 million, $16.3 million, and $14.1 million related to
assets placed in service during the years ended December 31, 2006, 2005, and 2004.

®  Includes $37.2 million of capital expenditures related to offshore Gulf of Mexico operations from January 1, 2006 through the
date of the Spin-off on March 2, 2006, Capital expenditures related to offshore Gulf of Mexico operations for 2006 consist of $.7
million for property acquisitions, $24.0 million for exploration, and $12.5 million for development.

Forest’s anticipated expenditures for exploration and development in 2007 are estimated to range
from $480 million to $520 million. Some of the factors impacting the level of capital expenditures in 2007
include crude oil and natural gas prices, the volatility in these prices, the cost and availability of the oil field
services, and weather disruptions. These expenditures will also increase if the proposed merger with
Houston Exploration is consummated.
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Contractual Obligations

The following table summarizes our contractual obligations as of December 31, 2006:

After
2007 2008 2009 2010 2011 2011 Total
(In Thousands)

Bankdebt!™™, ., ... ... ..o $ 6927 6,927 112,289 — — — 126,143
Termtoans™, ... ... ... .. L. 39,438 39,216 38,995 278,774 139,183 — 535,606
Seniormotes™ . . ... ... .. L 55,625 309,142 34,425 34,425 318,475 177,125 929,217
Operating leases™. ... .. 3,611 3,329 3,278 3,132 3,090 12,375 28,815
Unconditional purchase obligations®. . ... ... 46,109 19,517 10,258 5,241 4,599 — 85,724
Other liabilities™® .. ... .. ... ........... 6,525 6,482 5,928 6,053 6,795 69,907 101,690
Derivative liabilities™ .. .................. 1,294 714 97 — — — 2,105
Approved capital projects® ... ... ... ... 50,687 — — — — — 50,687
Total contractual obhgations .............. $210216 385327 205270 327,625 472,142 259407 1,859,987
@} Bank debt consists of commiiments related to our United States and Canadian credit facilities and anticipated interest

payments due under the terms of the credit facilitics using the average interest rate in effect at December 31, 2006.

@ Term loans consists of the principal obligations on our term loans and anticipated interest payments due on each using the
intcrest rates in effect at December 31, 2006.

@ Senior notes consist of the principal obligations on our senior notes and anticipated interest payments due on each.

™ Consists primarily of leases for office space and leases for well equipment rentals.

®Y Consists primarily of firm commitments for drilling, gathering, processing, and pipeline capacity.

' Other liabilities represent current and noncurrent liabilities that are comprised of benefit obligations and asset retirement
obligations, for which neither the ultimate settlement amounts nor their timings can be precisely determined in advance. See
“Critical Accounting Policies, Estimates, Judgments, and Assumptions” below for a more detailed discussion of the nature of
the accounting estimates involved in cstimating asset retirement obligations.

@' Derivative liabilities represent the fair value of liabilitics for oil and gas commodity derivatives as of December 31, 2006. The
ultimate settlement ameounts of our derivative liabilitics are unknown, because they are subject to continuing market risk. See
“Critical Accounting Policies, Estimates, Judgments, and Assumptions,” below for a more detailed discussion of the nature of
the accounting estimates involved in valuing derivative instrumcnts.

¥ Consists of our net share of budgeted expenditures under Authorizations for Expenditure (*AFE™} that were approved by us
and our joint venture partners as of December 31, 2006. Includes AFEs for which Forest is the operator as well as those
operated by others.

In addition to the above commitments, we are obligated to make approximately $22.4 million of
capital expenditures over the next three years pursuant to the terms of foreign concession arrangements.
Forest also makes delay rental payments to lessors during the primary terms of oil and gas leases to delay
drilling or production of wells, usually for one year. Although we are not obligated to make such payments,
discontinuing them would result in the loss of the oil and gas lease. Our total maximum commitment under
these leases, through 2013 totaled approximately $1.3 million as of December 31, 2006.

Off-balance Sheet Arrangements

From time-to-time, we enter into off-balance sheet arrangements and transactions that can give rise to
off-balance sheet obligations. As of December 31, 2006, the off-balance sheet arrangements and
transactions that we have entered into include (i} undrawn letters of credit, (ii) operating lease
agreements, (iii} drilling commitments, and (iv) contractual obligations for which the ultimate scttlement
amounts are not fixed and determinable such as derivative contracts that are sensitive to future changes in
commodity prices and gas transportation commitments, Forest does not believe that these arrangements
are reasonably likely to materially affect its liquidity or availability of, or requirements for, capital
resources,

Other Obligations

We hold a 40% equity interest in an affiliate that owns a petroleum pipeline system within the Cook
Inlet area of Alaska. In our capacity as a shareholder, we have agreed to fund our proportionate share of
the operating costs and expenses of this affiliate. We may have contingent obtigations in the event the
affiliate experiences cash deficiencies. In addition, we may have other contingent obligations if the affiliate
is unable to meet its indemnification requirements or its obligations to the operator of the pipeline. We are
unable to predict or quantify the amount of these obligations, although we have obtained insurance to
mitigate the impacts of certain possible outcomes.
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Surety Bonds

In the ordinary course of our business and operations, we are required to post surety bonds from time
to time with third parties, including governmental agencies. As of February 27, 2007, we had obtained
surety bonds from a number of insurance and bonding institutions covering certain of our operations in the
United States and Canada in the aggregate amount of approximately $19.0 million. See Part I, Item 1—
“Business—Regulation” for further information.

Critical Accounting Policies, Estimates, Judgments, and Assumptions
Oil and Gas Reserve Estimates

Qur estimates of proved reserves are based on the quantities of oil and gas that geological and
engineering data demonstrate, with reasonable certainty, to be recoverable in future years from known
reservoirs under existing economic and operating conditions. The accuracy of any reserve estimate is a
function of the quality of available data, engineering and geological interpretation, and judgment. For
example, we must estimate the amount and timing of future operating costs, production, and property
taxes, development costs, and workover costs, all of which may in fact vary considerably from actual results.
In addition, as prices and cost levels change from year to year, the estimate of proved reserves also
changes. Any significant variance in these assumptions could materially affect the estimated quantity and
value of our reserves. Despite the inherent imprecision in these engineering estimates, our reserves are
used throughout our financial statements. For example, since we use the units-of-production method to
amortize our oil and gas properties, the quantity of reserves could significantly impact our DD&A expense.
Our oil and gas properties are also subject to a “ceiling test” limitation based in part on the quantity of our
proved reserves. Finally, these reserves are the basis for our supplemental oil and gas disclosures included
in Note 15 to the Consolidated Financial Statements.

Reference should be made to “Independent Audit of Reserves” under Part I, Item 1—“Business,” and
“Risk Factors Relating to Forest—FEstimates of oil and gas reserves are uncertain and inherently imprecise”,
under Part I, Item 1A—*Risk Factors,” in this Form 10-K.

Accounting for Oil and Gas Derivatives Instruments

The Company follows the pravisions of SFAS No. 133, “dccounting for Derivative Instruments and
Hedging Activities” (“SFAS 133”). SFAS 133 requires the accounting recognition of all derivative
instruments as either assets or liabilities at fair value. Under the provisions of SFAS 133, the Company may
or may not elect to designate a derivative instrument as a hedge against changes in the fair value of an
asset or a liability (a “fair value hedge”) or against exposure to variability in expected future cash flows (a
“cash flow hedge”). The accounting treatment for the changes in fair value of a derivative instrument is
dependent upon whether or not a derivative instrument is a cash flow hedge or a fair value hedge, and upon
whether or not the derivative is designated as a hedge as noted above. Changes in fair value of a derivative
designated as a cash flow hedge are recognized, to the extent the hedge is effective, in other comprehensive
income until the hedged item is recognized in earnings. Changes in the fair value of a derivative instrument
designated as a fair value hedge, to the extent the hedge is effective, have no effect on the statement of
operations dug to the fact that changes in fair value of the derivative offsets changes in the fair value of the
hedged item. Where hedge accounting is not elected or if a derivative instrument does not qualify as either a
fair value hedge or a cash flow hedge, changes in fair value are recognized in earnings as other income or
expense,

As a result of production deferrals experienced in the Gulf of Mexico related to hurricanes Katrina
and Rita, Forest was required to discontinue cash flow hedge accounting on some of its natural gas and oil
hedges during the third and fourth quarters of 2005. Additionally, as a result of the Spin-off on March 2,
2006, additional commodity swaps and collars formerly designated as cash flow hedges of offshore Gulf of
Mexico production also no longer qualified for hedge accounting. Because a significant portion of the
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Company’s derivatives no longer qualified for hedge accounting and to increase clarity in its financial
statements, the Company elected to discontinue hedge accounting prospectively for all of its remaining
commodity derivatives beginning in March 2006. Accordingly, after March 2006, all changes in the fair
values of our derivative instruments have been and will continue to be recognized as other income or
expense.

The estimated fair values of our derivative instruments require substantial judgment. These values are
based upon, among other things, future prices, volatility, time to maturity, and credit risk. The values we
report in our financial statements change as these estimates are revised to reflect actual results, changes in
market conditions, or other factors, many of which are beyond our control.

Due to the volatility of oil and natural gas prices, the fair values of our derivative instruments are
subject to large fluctuations in estimated fair value from period to period. For example, a hypothetical
increase in the forward oil and natural gas prices used to calculate the fair value of the derivative
instruments at December 31, 2006 of $1.00 per barrel and $.10 per MMbtu, respectively, would change the
fair values of our derivative instruments at December 31, 2006 by approximately $11.0 million. It has been
our experience that commodity prices are subject to Jarge fluctuations, and we expect this volatility to
continue. Actual gains or losses recognized in conjunction with our commodity derivative contracts will
likely differ from those estimated at December 31, 2006 and wilt depend exclusively on the price of the
commodities on the specified settlement dates provided by the derivative contracts.

Valuation of Deferred Tax Assets

We use the asset and liability method of accounting for income taxes. Under this method, income tax
assets and liabilities are generally determined based on differences between the financial statement
carrying values of book assets and liabilities and their respective income tax bases (temporary differences).
Income tax assets and liabilities are measured using the tax rates expected to be in effect when the
temporary differences are likely to reverse. The effect on income tax assets and liabilities of a change in tax
rates is included in operations in the period in which the change is enacted. The book value of income tax
assets is limited to the amount of the tax benefit that is more likely than not to be realized in the future.

In assessing the value of deferred tax assets, management considers whether it is more likely than not
that some portion or all of the deferred tax assets will not be realized. The ultimate realization of deferred
tax assets is dependent upon future taxable income during the periods in which related temporary
differences become deductible. Management considers the scheduled reversal of deferred tax liabilities,
projected future taxable income, and tax planning strategies in making this assessment. Based upon the
level of historical taxable income and projections for future taxable income over the periods for which the
deferred tax assets will reverse, management believes it is more likely than not that we will realize the
benefits of these deferred tax assets, net of the existing valuation allowances at December 31, 2006. The
amount of the deferred tax asset considered realizable, however, could be reduced in the near term if
estimates of future taxable income during relevant periods are reduced.

Asset Retirement Obligations

Forest has obligations to remove tangible equipment and restore locations at the end of the oil and
gas production operations. Forest’s largest concentration of removal and restoration obligations is
associated with plugging and abandoning wells and removing and disposing of offshore oil and gas
platforms in the Cook Inlet of Alaska. Estimating the future restoration and removal costs, or asset
retirement obligations, is difficult and requires management to make estimates and judgments, because
most of the obligations are many years in the future, and contracts and regulations often have vague
descriptions of what constitutes removal. Asset removal technologies and costs are constantly changing, as
are regulatory, political, environmental, safety, and public relations considerations.

Inherent in the calculation of the present value of our asset retirement obligations (*“ARO”) under
SFAS No. 143 are numerous assumptions and judgments, including the ultimate settlement amounts,
inflation factors, credit adjusted discount rates, timing of settlement, and changes in the legal, regulatory,
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environmental, and political environments. To the extent future revisions to these assumptions impact the
present value of the existing ARO liability, a corresponding adjustment is made to the oil and gas property
balance. Increases in the discounted ARO liability resulting from the passage of time are reflected as
accretion expense in the Consolidated Statement of Operations.

Full Cost Method of Accounting

The accounting for our business is subject to special accounting rules that are unique to the oil and gas
industry. There are two allowable methods of accounting for oil and gas business activities: the full cost
method and the successful efforts method. The differences between the two methods can lead to
significant variances in the amounts reported in our financial statements. We have elected to follow the
full-cost method, which is described below.

Under the full cost method, separate cost centers are maintained for each country in which we incur
costs. All costs incurred in the acquisition, exploration, and development of properties (including costs of
surrendered and abandoned leaseholds, delay lease rentals, dry holes, and overhead related to exploration
and development activities) are capitalized. The fair value of estimated future costs of site restoration,
dismantlement, and abandonment activities is capitalized, and a corresponding asset retirement obligation
liability is recorded. Capitalized costs applicable to each full cost center are depleted using the units of
production method based on conversion to common units of measure using one barrel of oil as an
equivalent to six thousand cubic feet of natural gas. Changes in estimates of reserves or future
development costs are accounted for prospectively in the depletion calculations. Assuming consistent
production year over year, our depletion expense will be significantly higher or lower if we significantly
decrease or increase our estimates of remaining proved reserves.

Investments in unproved properties are not depleted pending the determination of the existence of
proved reserves. Unproved properties are assessed periodically to ascertain whether impairment has
occurred. Unproved properties whose costs are individually significant are assessed individually by
considering the primary lease terms of the properties, the holding period of the properties, and geographic
and geologic data obtained relating to the properties. Where it is not practicable to assess individually the
amount of impairment of properties for which costs are not individually significant, such properties are
grouped for purposes of assessing impairment. The amount of impairment assessed is added to the costs to
be amortized in the appropriate full cost pool, or reported as impairment expense in the Consolidated
Statements of Operations, as applicable.

Companies that use the full cost method of accounting for oil and gas exploration and development
activities are required to perform a ceiling test each quarter. The full cost ceiling test is an impairment test
prescribed by SEC Regulation S-X Rule 4-10. The ceiling test is performed each quarter on a country-by-
country basis. The test determines a limit, or ceiling, on the book value of oil and gas properties. That limnit
is basically the after tax present value of the future net cash flows from proved crude oil and natural gas
reserves, as adjusted for asset retirement obligations and the effect of cash flow hedges. This ceiling is
compared to the net book value of the oil and gas properties reduced by any related net deferred income
tax liability. If the net book value reduced by the related deferred income taxes exceeds the ceiling, an
impairment or non-cash writedown is required. A ceiling test impairment could cause Forest to record a
significant non-cash loss for a particular period; however, future DD&A expense would be reduced
thereafter.

In countries or areas where the existence of proved reserves has not yet been determined, leasehold
costs, seismic costs, and other costs incurred during the exploration phase remain capitalized as unproved
property costs until proved reserves have been established or until exploration activities cease. If
exploration activities result in the establishment of proved reserves, amounts are reclassified as proved
properties and become subject to depreciation, depletion, and amortization, and the application of the
ceiling limitation. Unproved properties are assessed periodically to ascertain whether impairment has

47




occurred. An impairment of unproved property costs may be indicated through evaluation of drilling
results, relinquishment of drilling rights or other information.

Under the alternative “successful efforts method” of accounting, surrendered, abandoned, and
impaired leases, delay lease rentals, exploratory dry holes, and overhead costs are expensed as incurred.
Capitalized costs are depleted on a property-by-property basis under the successful efforts method.
Impairments are assessed on a property by property basis and are charged to expense when assessed.

In general, the application of the full cost method of accounting results in higher capitalized costs and
higher depletion rates compared to the successful efforts method.

The full cost method is used to account for our oil and gas exploration and development activities,
because we believe it appropriately reports the costs of our exploration programs as part of an overall
investment in discovering and developing proved reserves.

Impact of Recently'lssued Accounting Pronouncements

In June 2006, the Financial Accounting Standards Board issued Interpretation No. 48, “Accounting for
Uncertainty in Income Taxes,” an interpretation of FAS 109, “Accounting for Income Taxes” (“FIN 48™), to
create a single model to address accounting for uncertainty in income tax positions. FIN 48 clarifies the
accounting for income taxes, by prescribing a minimum recognition threshold a tax position is required to
meet before being recognized in the financial statements. FIN 48 also provides guidance on derecognition,
measurement, classification, interest and penalties, accounting in interim periods, disclosure and
transition. FIN 48 is effective for fiscal years beginning after December 15, 2006. Forest will adopt FIN 48
as of January 1, 2007, as required. The cumulative effect of adopting FIN 48 will be recorded in retained
earnings and other accounts as applicable. The Company has not determined the effect, if any, the
adoption of FIN 48 will have on the Company’s financial position or results of operations.

In September 2006, the FASB issued Statement of Financial Accounting Standards No. 157, “Fair
Value Measurements” (“SFAS No. 1577). This statement clarifies the definition of fair value, establishes a
framework for measuring fair value, and expands the disclosures on fair value measurements. SFAS
No. 157 is effective for fiscal years beginning after November 15, 2007. We have not determined the effect,
if any, the adoption of this statement will have on our financial position or results of operations.

In February 2007, the Financial Accounting Standards Board issued Statement of Financial
Accounting Standards No. 159, “The Fair Value Option for Financial Assets and Financial Liabilities”
(“SFAS 1597). This statement permits entities to choose to measure many financial instruments and
certain other items at fair value. This statement expands the use of fair value measurement and applies to
entitics that elect the fair value option. The fair value option established by this Statement permits all
entities to choose to measure eligible items at fair value at specified election dates. SFAS 159 is effective as
of the beginning of an entity’s first fiscal year that begins after November 15, 2007. We have not
determined the effect, if any, the adoption of this statement will have on our financial position or resuits of
operations.

Item 7A. Quantitative and Qualitative Disclosures about Market Risk.

We are exposed to market risk, including the effects of adverse changes in commodity prices, foreign
currency exchange rates, and interest rates as discussed below.

Commodity Price Risk

We produce and sell natural gas, crude oil, and natural gas liquids for our own account in the United
States and Canada. As a result, our financial results are affected when prices for these commodities
fluctuate. Such effects can be significant.

Hedging Program
In order to reduce the impact of fluctuations in prices on our revenues, or to protect the economics of
property acquisitions, we make use of an oil and gas hedging strategy. Under our hedging strategy, we
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enter into commodity swaps, collars, and other financial instruments with counterparties who, in general,
are participants in our credit facilities. These arrangements, which are based on prices available in the
financial markets at the time the contracts are entered into, are settled in cash and do not require physical
deliveries of hydrocarbons.

Swaps

In a typical commodity swap agreement, we receive the difference between a fixed price per unit of
production and a price based on an agreed upon published, third-party index if the index price is lower
than the fixed price. If the index price is higher, we pay the difference. By entering into swap agreements,
we effectively fix the price that we will receive in the future for the hedged production. Qur current swaps
are settled in cash on a monthly basis. As of December 31, 2006, we had entered into the following swaps:

Swaps
Natural Gas (NYMEX HH) = OQil (NYMEX WTI)
Weighted Average Barrels Weighted Average
Bhtu Hedged Price Fair Value Per Hedged Price Fair Value
Per Day per MMBiu (In Th nds) Day'" per Bbl (In Thousands)
Fiscal 2007....... 20.0 $8.10 $8,122 7,000 $70.03 $12,252
Fiscal 2008....... — — — 6,500 69.72 4915
Fiscal 2009....... — — — 5,500 69.76 4,858
Fiscal 2010....... — — — 2,000 73.15 4,434

M Subsequent to December 31, 2006, Forest unwound two oil swap agreements covering 1,000 Bbl per day in 2009 and 500 Bbl
per day in 2010 for total proceeds of $6.9 million.

Collars

Forest also enters into collar agreements with third parties. A collar agreement is similar to a swap
agreement, except that we receive the difference between the floor price and the index price only if the
index price is below the floor price; and we pay the difference between the ceiling price and the index price
only if the index price is above the ceiling price.

Costless Collars

Natural Gas (NYMEX HH) QOil (NYMEX WTID)
Weighted Average Weighted Average
Hedged Floor and Barrels  Hedged Floor and
Bbtu Ceiling Price Fair Value Per Ceiling Price Fair Value
Per Day per MMBtu (In Thousands) Day per Bbl (In Thousands)
Fiscal 2007......... 350 $8.76/11.70 $26,299 4,000 $65.81/87.18 $6,531

Basis Swaps

Forest also uses basis swaps in connection with natural gas swaps in order to fix the price differential
between the NYMEX Henry Hub price and the index price at which the physical gas is sold. At
December 31, 2006, there were basis swaps in place covering 35.0 Bbtu per day in 2007 with a fair market
value of $(1.3) million,

The fair value of our hedges based on the futures prices quoted on December 31, 2006 was a net asset
of approximately $66.1 million.
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The following table reconciles the changes that occurred in the fair values of our open derivative
contracts during 2006, beginning with the fair value of our commodity contracts on December 31, 2005,
plus the increase in fair value during the period and the fair value of commodity contracts included in the
Spin-off, plus the contract losses settled and recognized during the period.

Fair Value of
Derivative Contracts

(In Thousands)
Asof December 31,2005 . .. ... i e $(150,737)
Netincrease in fairvalue . ..o i en ottt inaaenas 132,092
Fair value of derivatives transferred in Spin-off. ................ 17,087
Net contract losses recognized ..........ooiiiiaii i 67,677
Asof December 31,2006 . .. ..ovturiiiirrianniaii e nnaas $ 66,119

In January and February 2007, we entered into four additional swap agreements and one additional
collar agreement to hedge a portion of expected future production attributable to the pending acquisition
of Houston Exploration as summarized in the table below.

Natural Gas (NYMEX HH)

Swaps Collars
Weighted
Weighted Average Hedged
Average Hedged Floor and Ceiling
Bbtu Price per Bbiu Price per
per Day MMBtu per Day MMBtu
April 2007 - December 2007 ..ot 40.0 $7.77 — —
Fiscal 2008 . . .. i — — 10.0 $7.75/9.57

Long-Term Sales Contracts

A portion of Canadian Forest’s natural gas production is sold in a joint venture with other producers
(the “Canadian Netback Pool”). The Canadian Netback Pool’s resale markets are comprised of market
based and fixed price contracts. Canadian Forest’s contractual obligation to deliver natural gas production
volumes to these contracts extends through 2011. Canadian Forest’s average daily production sold through
the Canadian Netback Pool represented approximately 7% of Forest’s total average daily produgction in
2006. Canadian Forest supplied 55% of the Canadian Netback Pool sales quantity in 2006, and it is
estimated that Canadian Forest will supply 79% of the Canadian Netback Pool quantity in the 2007
contract year. We expect that Canadian Forest’s pro rata obligations as a gas producer will increase in 2008
and future years. In 2006, the weighted average price paid under the resale contracts was approximately
559 of market value based on the average closing AECO prices during 2006. To the extent the Canadian
Netback Pool’s supply is insufficient to meet the delivery obligations under the resale contracts, as is
currently the case, the Canadian Netback Pool must make up the shortfall by purchasing spot market gas at
prices that currently exceed the prices paid under the resale contracts. This shortfall could increase if
individual producers were to default on their supply obligations owed to the Canadian Netback Pool.

Foreign Currency Exchange Risk

We conduct business in several foreign currencies and thus are subject to foreign currency exchange
rate risk on cash flows related to sales, expenses, financing, and investing transactions. In the past, we have
not entered into any foreign currency forward contracts or other similar financial instruments to manage
this risk. Expenditures incurred relative to the foreign concessions held by Forest outside of North
America have been primarily United States dollar-denominated, as have cash proceeds related to property
sales and farmout arrangements. Substantially all of our Canadian revenues and costs are denominated in
Canadian dollars. While the value of the Canadian dollar does fluctuate in relation to the U.S. dollar, we
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believe that any currency risk associated with our Canadian operations would not have a material impact

on our results of operations.

Interest Rate Risk

The following table presents principal amounts and related interest rates by year of maturity for

Forest’s debt obligations at December 31, 2006:

Fair
2007 2008 2009 2010 2011 2014 Total  Value
{Dollar Amounts in Thonsands)
Bank credit facilities:
Variablerate .................. f — — 107,094 — — — 107,094 107,094
Average interestrate™. . ......... — — 6.47% — — — 6.47%
Term loans:
Variablerate .................. $2,500 2,500 2,500 242,500 125,000 — 375,000 381,250
Average interest rate. .. .. .. ..., 8.85% 8.85% 8.85% 8.85% 11.85% — 9.85%
Total variable rate debt:
Variablerate .................. $2,500 2,500 109,594 242,500 125,000 —_ 482,094 488,344
Average interestrate™. . ... ... .. 8.85% 8.85% 6.52% 8.85% 11.85% — 9.10%
Long-term debt:
Fixedrate.........c.coounnn.n § — 265,000 — —_ 285,000 150,000 700,000 720,319
Coupon interestrate ............ — 8.00% — — 8.00% 7.75% 7.95%
Effective interest rate™® ... ... ... — 7.13% — — 7.71% 6.56% 7.24%

& As of December 31, 2006,

) The effective interest rate on the 8% Senior Notes due 2008, the 8% Senior Notes due 2011, and the 7%,% Senior Notes due
2014 is reduced from the coupon rate as a result of amortization of gains related to the termination of related interest rate

sSwaps.

Item 8. Financial Statements and Supplementary Data.

Information concerning this Item begins on the following page.
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Report of Independent Registered Public Accounting Firm
The Board of Directors and Shareholders of Forest Oil Corporation

We have audited the accompanying consolidated balance sheet of Forest Qil Corporation and
subsidiarics as of December 31, 2006, and the related consolidated statements of operations, shareholders’
equity, and cash flows for the year ended December 31, 2006. These financial statements are the
responsibility of the Company’s management. Qur responsibility is to express an opinion on these financial
statements based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluating the overall financial statement presentation. We believe that our
audit provides a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Forest Oil Corporation and subsidiaries at December 31, 2006, and the
consolidated results of their operations and their cash flows for the year ended December 31, 2006, in
conformity with U.S. generally accepted accounting principles.

As discussed in Notes 1 and 7 to the consolidated financial statements, Forest Qil Corporation
changed its method of accounting for Share-Based Payments in accordance with Statement of Financial
Accounting Standards No. 123 (revised 2004) on January 1, 2006.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the effectiveness of Forest Oil Corporation’s internal control over financial
reporting as of December 31, 2006, based on criteria established in Internal Control-Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission and our
report dated February 27, 2007 an unqualified opinion thereon.

Ernst & Young LLP

Denver, Colorado
February 27, 2007
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Shareholders
Forest Oil Corporation:

We have audited the accompanying consolidated balance sheet of Forest Oil Corporation and
subsidiaries as of December 31, 2005 and the related consolidated statements of operations, shareholders’
equity, and cash flows for each of the years in the two-year period ended December 31, 2005. These
consolidated financial statements are the responsibility of the Company’s management. Our responstbility
is to express an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of Forest Oil Corporation and subsidiaries as of December 31, 2005, and
the results of their operations and their cash flows for each of the years in the two-year period ended
December 31, 2005, in conformity with U.S. generally accepted accounting principles.

KPMG LLP

Denver, Colorado
March 13, 2006
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FOREST OIL CORPORATION
CONSOLIDATED BALANCE SHEETS
{In Thousands, Except Share Data)

December 31,
2006 2005
ASSETS
Current assets:
Cash and cash equivalents. . ... ... $ 33,164 7,231
ACCOUNIS TECEIVADIE . . oottt it e ce i i e 125,446 178,124
D eTivative INSEIUMCIIES. « . . ottt e e itie e ernan s s s ee s 53,205 941
DeferTed taK GSSCE. o o v vt v s et et st e et —_ 77,346
BT CUITENE ASSELS . - - o o e it e s v st tar e ias e naasasneaasaeanainsens 49,185 52,283
TOtal CUITEME ASSEIS © o v ot vt ee et ee i tma e e s anaenittsaenanaraeaesssas 261,000 315,925
Property and equipment, at cost:
Qil and gas propertics, full cost method of accounting:
Proved, net of accumulated depletion of $2,265,018 and $3,059,031......... 2,486,153 2,898,774
UNProved. . ... .ouiit e 261,259 275,684
Net oil and gas PrOPEITIES . .. ..o v et vt ern e eeec ittt 2,747,412 3,174,458
Other property and equipment, net of accumulated depreciation and
amortization of $32,504 and $32,527 . . ... i e 42,514 25,560
Net property and CQUIPMCENL. .. ..o\ veeit e s 2,789,926 3,200,018
Derivative instruments. ..o vt n e cie e tiniaireeeeas e 15,019 —
GoOAWIIL. . . ettt e e 86,246 87,072
(0110 oy 1A T T P 36,881 42.531

$ 3,189,072 3,645,546

LIABILITIES AND SHAREHOLDERS’ EQUITY
Current habilities:

Accounts payable ... ... $ 224933 312,076
ACCTUC INLBTES &+ oo oot ettt et ae e it aetaanaaaa e easan s sararansn 6,235 4,260

D erivative INSEIUIMEIIES. « o\ o vt s e e it e e v e imeonarcaatsistsarsanraeenesnns 1,294 151,678
Current portion of long-termdebt. ... 2,500 —
Asset retirement obligations. .. ... i 2,694 33,329
Deferred INCOTIC LAXES. o\ v o v oo et v v eeaeeira s ibesnansaseeaaccsarasons 14,907 —
Other current Habilities . . oot v i e et e ea e 11,378 21,573
Total current Habilities . ... ottt et te st eaasanaaanes 263,941 522,916
Longtermdebt. .. ..o e 1,204,709 884,807
Asset retirement obligations . ... ... i 61,408 178,225
D CrivVALIVE INSLEUMIEIIES -« o o ettt et ia v am et s e rame e s saaneansanns 811 —
Deferred LICOME LAKES .+ . v v e oe e s e e ee et e na s mame i aarnae e sanen 191,957 329,385
OLher Habilities . . oottt ittt et e e e e e inaaasamma i 32,240 45,691
Total Habilities & ..o et ettt e et e tte s eee i e s 1,755,066 1,961,024

Commitments and contingencies (Note 11)
Sharcholders’ equity:
Preferred stock, none issued and outstanding . .........oooi

Common stock, 62,998,155 and 64,548,229 shares issued and outstanding . ... ... 6,300 6,455
Capital SUIPIUS .. ..o o 1,215,660 1,529,102
Retained earmings. . . ... vveentvre e iiaan it 137,796 217,293
Accumulated other comprehensive income {loss). .. ..o 74,250 (18,220)
Treasury stock, at cost, 1,861,143 shares held m2005. . . —_ (50,108)
Total shareholders’ equity. . ... .. ot 1,434,006 1,684,522

$ 3,189,072 3,645,546

See accompanying Notes to Consolidated Financial Statements.
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FOREST OIL CORPORATION
CONSOLIDATED STATEMENTS OF OPERATIONS

Year Ended December 31,
2006 2005 2004
(In Thousands, Except
Per Share Amounts)

Revenue:
Oil and gas sales:
Naturalgas ........... .. .. ... ... . . . $407,565 647,936 573,342
Oil, condensate, and natural gas liquids. . ................... .. 406,904 414,581 336,438
Totaloilandgassales.............. ... ... o0 . ... 814,469 1,062,517 909,780
Marketing, processing, and other ............................ 5,523 9,528 3,118
Totalrevenue............ .. ... . o 819,992 1,072,045 912,898
Operating expenses:
Lease operating expenses. ................oooeee i, 154,874 199,761 189,161
Production and property taxes. . ............ooo oo 39,041 42,615 32,241
Transportation and processing costs............................ 21,876 19,499 16,792
General and administrative (including stock-based compensation) . 48,308 43,703 32,145
Depreciationand depletion .. .................... .. .. ... ... . 266,881 368,679 354,092
Accretion of asset retirement obligations ....................... 7,096 17,317 17,251
Impairmentandother. ... .......... ... ... ... .. .. .. ... . 3,668 11,132 12,929
Spin-off and mergercosts. . ............. ..o 5416 — —
Total operating expenses ............................... 547,160 702,706 654,611
Earnings from operations.............. .. ... ... .. .. .. . .. ... 272,832 369,339 258,287
Other income and expense:
Interestexpense ............ ... ... ... .. . .. i 71,787 61,403 57,344
Unrealized (gains) losses on derivative instruments, net ... ....... (83,629) 21,373 £,088
Realized losses (gains) on derivative instruments, net ............ 23,864 35,390 (336)
Unrealized foreign currency exchange loss...................... 3,931 — —
Other (income) expense, net....................... ... ...... (104) 6,247 {2,179)
Total other income and expense. ........................ 15,849 124 413 56,417
Earnings before income taxes and discontinued operations. ......... 256,983 244926 201,870
Income tax expense:
Current ... 2,126 3,498 2,960
Deferred ... ... . 88,777 89,860 75,784
Total income tax expense. .............................. 90,503 93358 78,744
Earnings from continuing operations. . ........................... 166,080 151,568 123,126
Income (loss) from discontinued operations, net of tax ... ... .. ... 2422 — (575)
Netearnings ............o. o i $168,502 151,568 122,551
Basic earnings per common share:
Earnings from continuing operations......................... $ 267 247 2.16
Income (loss) from discontinued operations, net of tax . . .. ... .. .04 — {.01)
Basic earnings per commonshare. ........................ ... 3 271 2.47 215
Diluted earnings per common share:
Earnings from continuing operations.................. ... ..., $ 262 241 2.12
Income (loss) from discontinued operations, net of tax . ... .. ... 04 — {.0D)
Diluted earnings per commonshare.......................... $ 266 241 211

See accompanying Notes to Consolidated Financial Statements,




FOREST OIL CORPORATION
CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY

(Accumulated  Accumulated

Deficit) Other Total
Capital Retained  Comprehensive Treasury Shareholders’
Common Stock  Surplus Earnings (Loss) Income Stock Equity
{In Thousands)
Balances at January 1,2004 . ............ 85,632 $5,563 1,302,340 (56,495) (9,740) {55,870y 1,185,798
Common stock issued, net of offering
COSES .o 5,030 503 116,585 — — — 117,088
Exercise of warrants to purchase 162,901
shares of commonstock . .. .......... 163 16 3,093 —_— — —_ 3,109
Exercise of stockoptions . . ............ 748 74 17,297 (320) — 2,147 19,198
Tax benefit of stock options exercised . . . . — — 2,168 — — — 2,168
Employee stock purchase plan. ......... 22 3 507 — — — 510
Retirement of 501 shares in lieu of taxes on
restricted stock award. . ............. — — — —_ — (15) (15)
Restricted stockissued ............... — — (2,843) 27N — 2,572 —
Amortization of deferred stock
compensation, net of forfeitures and
other. ... ..ot — — 203 — — — 203
Tax benefit of acquired net operating
OSSES - .o — - 5,283 — — — 5,283
Oter. it — — (266) — — — (266)
Comprehensive earnings:
Neteamnings ....................... - — — 122,551 — — 122,551
Reclassification of hedges to earnings, net
oftax. ... .o — — — — 72,620 - 72,620
Change in fair value of hedges, net of tax . — —-— — — (90,889) — (90,889)
Decrease in unfunded postretirement
benefits, netoftax ................. — — — — 5,565 — 5,565
Foreign currency translation .. ......... _— — — —_— 29,224 — 29,224
Total comprehensive earnings. . ........ 139,071
Balances at December 31,2004, ... ....... 61,595 6,159 1,444,367 66,007 6,780 (51,166} 1,472,147
Exercise of warrants to purchase 1,358,350
shares of commonstock . ............ 1,358 137 14,248 — — —_ 14,385
Exercise of stockoptions . . ............ 1,040 104 27,624 {376) — 1,006 28,358
Tax benefit of stock options exercised . . . . — — 4,587 — — — 4,587
Employee stock purchase plan. .. ....... 19 1 633 — — — 634
Restricted stock issued, net of forfeitures . 536 54 (200) 94 — 52 —
Amortization of deferred stock
compensation, net of forfeitures and
other...... ... ... ... — - 1,235 — — — 1,235
Tax benefit of acquired net operating
JOSSES . vt e —_ — 36,608 —_— — —_— 36,608
Comprehensive earnings:
Neteamings ....................... — — - 151,568 — — 151,568
Reclassification of hedges to earnings, net
oftax. . ... — — — — 144,280 —_ 144,290
Change in fair value of hedges, net of tax . — — — — (180,591) — {180,591}
Increase in unfunded postretirement
benefits, netoftax ................. — — — — (210) — (210)
Foreign currency translation .. ......... — — — — 11,51t — 11,511
Total comprehensive eamnings. . ........ 126,568
Balances at December 31,2005, .......... 64,548 6,455 1,529,102 217,293 (18,220) (50,108) 1,684,522

See accompanying Notes to Consolidated Financial Statements.
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FOREST OIL CORPORATION
CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY (Continued)

(Accumulated  Accumulated

Dreficit) Other Total |
Capital Retained  Comprehensive Treasury Shareholders’
Common Stock Surplus Earnings (Loss) Income Stock Equity
(In Thousands)
Balances at December 31,2005, . ......... 64,548 6,455 1,529,102 217,293 (18,220) (50,108 1,684,522
Exercise of stock options . . ............ 289 28 6,019 (8) — 27 6,066
Tax benefit of stock options exercised . . . . — — 25 - — — 25 !
Employee stock purchase plan. . ... ... .. 28 4 741 — — - 745
Restricted stock issucd, net of forfeitures . (6) (1) — — — — ()]
Retirement of treasury stock . ... ..... .. (1,861} (186} (49,895) — e 50,081 -
Amortization of stock-based
COMPENSAtION . . ..o v ie e ennnnnn — —_ 20,158 — — — 20,158
Tax benefit of acquired net operating 1
IOSSES - oo s — - 8337 — — - 8337 |
Pro rata distribution of MERI common
stock to shareholders (Note 2) .. ... ... — — (298,827 (247.991) 7.549 — (539,269) [
Comprehensive earnings: :
Netearnings ..................0..0. — — — 168,502 — — 168,502 |
Reclassification of hedges to earnings, net i
oftax. ... — — - — 50,581 — 50,581
Change in fair value of hedges, net of tax . — — — — 30,873 — 30.873
Decrease in unfunded postretirement
benefits, netoftax ................. — - — - 2,333 — 2,333
Foreign currency translation ... ........ — — — — 1,134 — 1,134
Total comprehensive earnings. . ........ 253,423
Balances at December 31,2006. . ......... 62,998 §6,300 1,215,660 137,796 74,250 — 1,434,006

See accompanying Notes to Consolidated Financial Statements.
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FOREST OIL CORPORATION
CONSOLIDATED STATEMENTS OF CASH FLOWS

Year Ended December 31,

2006 2005 . 2004
(In Thousands}
Operating activities:
NEE GATTHIES -« v v v vv e emeeneaanae e e b e n s en st s st s $ 168,502 151,568 122,551
Adjustments (o reconcile net earnings to net cash provided by operating activities:
Depreciation and depletion. . ..o o 266,881 368,679 354,092
Accretion of asset retirement obligations .. ... 7.096 17,317 17,251
TMPARITICILS. . o . ot vemweeeanmmeman s s ettt 3,668 2,924 6,261
Unrealized (gains) losses on derivative instruments, net. ..........o...-- - (83,629) 21,373 1,088
Cash setilements on derivatives acquired in business combinations .......... — 14,704 8,833
Stock-based cOMPENsation EXPENSE . . .. ..o vrrerareann e 13,240 763 122
Unrealized foreign currency exchange loss . ... 3,931 — —
Deferred iNCOME tAX EXPERSE. . . . ..« vvr e v anrra et 90,004 89,860 76,506
Lo 11 o o S R R R R TR 5,899 (13.593) (9.277)
Changes in operating assets and liabilities, net of effects of acquisitions:
ACCOUNtS TECRIVADLE . . o vt it e inn i iaa e (640) (15,350) 32,754
OUHET CUTTETIE ASSELS . « . o v v e v vaa v e s e a e b g s s s (39,860) (25.858) {7.610)
Accounts payable. .. ... 9,200 9,528 (43,456)
Accrued interest and other current liabilities. . ... ... .o iiieees (21,814) 6,650 8,898
Net cash provided by operating activities. . .. ... ovuaerirarareann 422,478 628,565 568,013
Investing activities:
Capital expenditures for property and equipment:
Acquisition, exploration, and development CoStS. . . ....vvvniieir s (894,448) (679,974} (541,000)
OUHET fIXEd BSSELS .« . o oo v v e eee s tae s nen s s s a s e (21,950) {10,743) (2,829
Proceeds from sales OF OSSELS. . . oo oo v 6,507 24,046 97,933
Sale of goodwill and contract value. .. ... ooe i — — 8,493
(0710 1= S R R R R R — (4,559) (18,458)
Net cash used by investing activities . ... ... i {909,891} (671,230) (455,901)
Financing activitics:
Procceds from bank BOTTOWINGS . ...« o v ivee e 3.410,778 2,351,741 2,025,074
Repayments of bank DOTFOWINES . .. ..o ovver v e (3,280,574) (2,350,000} (2,165,646)
Proceeds from term loans, net of iSSUANCECOSIS ... ..o iiv e es 367,706 — —
Repayments of bank debt assumed in ACQUISILONS . .o vove v - {35,000) (66,354)
Proceeds from SPim-0ff . . ... 21,670 — —
Proceeds from the exercise of options and warrants and from employee stock
PUFCRASE PRI L Lo et 6,811 43,377 22,894
Issuance of 895 senior notes, net of ISSUANCE COSIS . .o vien s — — 133,312
Redemption of 9%4% SeNiOF MOTES. . . ... vvnnrnnnnrr e sens — — (126,971)
Proceeds of common stock offerings, net of offeringcosts ... ... ccocvvi oo - — 117,088
Cash settlements on derivatives acquired in business combinations .............. — (14,704) (8.833)
B R REEEEEES (12,559) (10) 1,167
Net cash provided (uscd) by financing ACHIVILIES . ..t i i e 513,832 (4,596) (68,269)
Effect of exchange rate changesoncash. .. .....ovvvnninoiinnrrarn e (486) {7159) (101)
Net increase (decrease) in cash and cash equivalents . .. ..coovovennneee e 25,933 (48,020) 43,742
Cash and cash equivalents at beginning of year .......... ... 7,231 55,251 11,509
Cash and cash equivalents atend of Year .. .....oovviiinn e $ 33,164 7,231 55,251
Cash paid during the year for:
T ST R R $ 76979 66,140 64,687
TEICOMMIE LAKES « « v v e e e e v ot s e e st ian s cmmms o aaaa s s senns 5,590 7.900 3,790

See accompanying Notes to Consolidated Financial Statements.
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FOREST OIL CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2006, 2005, and 2004

(1) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES:
Description of the Business

Forest Oil Corporation is an independent oil and gas company engaged in the acquisition,
exploration, development, and production of natural gas and liquids primarily in North America. Forest
was incorporated in New York in 1924, as the successor to a company formed in 1916, and has been a
publicly held company since 1969. The Company is active in several of the major exploration and
producing areas in the United States and in Canada and has exploratory interests in various other foreign
countries.

Basis of Presentation and Principles of Consolidation

The consolidated financial statements include the accounts of Forest Qil Corporation and its
consolidated subsidiaries (collectively, “Forest” or the “Company”). Significant intercompany balances and
transactions are eliminated. The Company consolidates all subsidiaries in which it controls over 50% of the
voting interests. Entities in which the Company does not have a direct or indirect majority voting interest
are generally accounted for using the equity method. Under the equity method, the initial investment in
the affiliated entity is recorded at cost and subsequently increased or reduced to reflect the Company’s
share of gains or losses or dividends received from the affiliate. The Company’s share of the income or
losses of the affiliate is included in the Company’s reported net earnings.

Certain amounts in prior years’ financial statements have been reclassified to conform to the 2006
financial statement presentation.

Assumptions, Judgments, and Estimates

In the course of preparing the consolidated financial statements, management makes various
assumptions, judgments, and estimates to determine the reported amounts of assets, liabilities, revenue,
and expenses, and in the disclosures of commitments and contingencies. Changes in these assumptions,
judgments, and estimates will occur as a result of the passage of time and the occurrence of future events
and, accordingly, actual results could differ from amounts previously established.

The more significant areas requiring the use of assumptions, judgments, and estimates relate to
volumes of oil and gas reserves used in calculating depletion, the amount of future net revenues used in
computing the ceiling test limitations, and the amount of future capital costs and abandonment obligations
used in such calculations. Assumptions, judgments, and estimates are also required in determining
impairments of undeveloped properties, valuing deferred tax assets, and estimating fair values of derivative
instruments.

Cash Equivalents

The Company considers all debt instruments with original maturities of three months or less to be
cash equivalents.




(1) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES: (Continued)
Property and Equipment

The Company uses the full cost method of accounting for oil and gas properties. Separate cost centers
are maintained for each country in which the Company has operations. During 2006, 2005, and 2004, the
Company’s primary oil and gas operations were conducted in the United States and Canada. All costs
incurred in the acquisition, exploration, and development of properties (including costs of surrendered and
abandoned leaseholds, delay lease rentals, dry holes, and overhead related to exploration and development
activities) and the fair value of estimated future costs of site restoration, dismantlement, and abandonment
activities are capitalized. For the years ended December 31, 2006, 2005, and 2004 Forest capitalized
$31.8 million, $26.5 million, and $24.0 million of general and administrative costs, respectively. Interest
costs related to significant unproved properties which are under development are also capitalized to oil
and gas properties. During 2006 and 2005, the Company capitalized approximately $3.7 million and
$.9 million of interest expense attributed to unproved properties. No interest was capitalized in 2004.

Investments in unproved properties are not depleted pending determination of the existence of
proved reserves. Unproved properties are assessed periodically to ascertain whether impairment has
occurred. Unproved properties whose costs are individually significant are assessed individually by
considering the primary lease terms of the properties, the holding period of the properties, and geographic
and geologic data obtained relating to the properties. Where it is not practicable to assess individually the
amount of impairment of properties for which costs are not individually significant, such properties are
grouped for purposes of assessing impairment. The amount of impairment assessed is added to the costs to
be amortized, or is reported as a period expense, as appropriate.

Pursuant to full cost accounting rules, the Company must perform a ceiling test each guarter on its
proved oil and gas assets. The ceiling test provides that capitalized costs less related accumulated depletion
and deferred income taxes for each cost center may not exceed the sum of (1) the present value of future
net revenue from estimated production of proved oil and gas reserves using current prices, excluding the
future cash outflows associated with settling asset retirement obligations that have been accrued on the
balance sheet, and a discount factor of 10%; plus (2) the cost of properties not being amortized, if any; plus
(3) the lower of cost or estimated fair vaiue of unproved properties included in the costs being amortized,
if any; less (4) income tax effects related to differences in the book and tax basis of oil and gas properties.
Should the net capitalized costs for a cost center exceed the sum of the components noted above, an
impairment charge would be recognized to the extent of the excess capitalized costs. There were no
provisions for impairment of proved oil and gas properties in 2006, 2005, or 2004. However, at
September 30, 2006, the spot price that Forest used for its Canadian natural gas in computing its cost
center ceiling was temporarily depressed to a level at which Forest’s capitalized costs in its Canadian cost
center would have exceeded the cost center ceiling, as described above, by approximately $66.9 million.
Subsequent to September 30, 2006 and before the release of the quarterly financial statements, the spot
price of Canadian natural gas increased to levels such that Forest’s Canadian cost center ceiling exceeded
its capitalized costs. As such, no impairment adjustment to the Canadian cost center was necessary as of
September 30, 2006.

Gain or loss is not recognized on the sale of oil and gas properties unless the sale significantly alters
the relationship between capitalized costs and estimated proved oil and gas reserves attributable to a cost
center.

Depletion of proved oil and gas properties is computed on the units-of-production method, whereby
capitalized costs, as adjusted for future development costs and asset retirement obligations, are amortized
over the total estimated proved reserves. Furniture and fixtures, leasehold improvements, computer
hardware and software, and other equipment are depreciated on the straight-line or declining balance
method, based upon estimated useful lives of the assets ranging from three to 15 years.
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(1) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES: (Continued)
Asset Retirement Obligations

Forest records estimated future asset retirement obligations pursuant to the provisions of Statement
of Financial Accounting Standards No. 143, “Accounting for Asset Retirement Obligations” (“SFAS
No. 143”). SFAS No. 143 requires entities to record the fair value of a liability for an asset retirement
obligation in the period in which it is incurred with a corresponding increase in the carrying amount of the
related long-lived asset. Subsequent to initial measurement, the asset retirement liability is required to be
accreted each period to its present value. Capitalized costs are depleted as a component of the full cost
pool using the units-of-production method. Forest’s asset retirement obligations consist of costs related to
the plugging of wells, the removal of facilities and equipment, and site restoration on oil and gas
properties.

The following table summarizes the activities for the Company’s asset retirement obligations for the
years ended December 31, 2006 and 2005:

Year Ended
December 31,
2006 2005
(In Thousands)

Asset retirement obligations at beginning of period .......................... $ 211,554 210,176
AT IO BRI & v vttt ettt ettt e e e e 7,096 17,317
Liabilities incurred. ... ... ot e 3,033 4,739
Liabilities settled ... ... ... i e (6,652) (32,711)
Liabilities included in the Spin-off ...... ... ... ... . .. . i, (150,182) —
Liabilities assumed. . ... ... . . 1,609 705
Revisions of estimated liabilities. ........... ... ..o {1,687y 10,890
Impact of foreign currency exchangerate ................................... (69) 438
Asset retirement obligations atend of period. . .............. ... ...l 64,102 211,554
Less: current asset retirement obligations. . ........... ... it .. 2,694 33,329
Long-term asset retirement obligations. ........... ... ... ... . ... i, $ 61,408 178225

Financial Instruments

The Company’s financial instruments that are exposed to concentrations of credit risk consist
primarily of cash equivalents, derivative instruments and accounts receivable, The Company’s cash
equivalents and derivative instruments are placed with major financial institutions. The Company attempts
to minimize credit risk exposure to purchasers of the Company’s oil and natural gas through formal credit
policies, monitoring procedures, and letters of credit when considered necessary.
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(1) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES: (Continued)

The Company used various assumptions and methods in estimating fair value disclosures for financial
instruments. The carrying amounts of cash and cash equivalents and accounts receivable approximated
their fair value due to the short maturity of these instruments. The fair values of derivative instruments
were based on quoted market prices and option pricing models. The carrying amount of the Company’s
credit facilities approximated fair value because the interest rates on the credit facilities are variable. The
fair values of the Company’s senior notes and term loan facilities were estimated based on quoted market
prices, if available, or quoted market prices of comparable instruments. The carrying values and fair values
of the Company’s debt instruments (other than its credit facilities) are summarized below for the periods
presented.

December 31, 2006 December 31, 2005

Carrying Fair Carrying Fair

Amount Value Amount Value

(In Thousands)

8% Sentor Notesdue 2008 .. .......... .. .. i, $268,200 271,294 270,408 276,263
Term Loan Facility—first lien due 2010. ................... 250,000 251,250 — —
Term Loan Facility—second liendue 2011................. 125,000 130,000 — —
8% Senior Notesdue 2011 ....... ... .o, 295,610 296,400 297,742 311,363
7%% Senior Notesdue 2014 ... ... ... it 161,305 152,625 162,851 155,625

Oil and Gas Sales

Natural gas revenues are recorded on the entitlement method. Under the entitlement method,
revenue is recorded when title passes based on the Company’s net interest. The Company records its
entitled share of revenues based on its entitled share of gas proceeds. Since there is a ready market for
natural gas, the Company sells the majority of its products soon after production at various locations,
including the wellhead, at which time title and risk of loss pass to the buyer.

Gas imbalances occur when the Company sells more or less than its entitled ownership percentage of
total gas production. Any amount received in excess of the Company’s share is treated as a liability. If the
Company receives less than its entitled share, the underproduction is recorded as a receivable. At
December 31, 2006, the Company had a net gas imbalance payable of $.5 million and at December 31,
2005, the Company had a net gas imbalance receivable of $4.0 million.

Oil revenues are recognized when production is sold to a purchaser at a fixed or determinable price,
when delivery has occurred and title is transferred.

In 2006, sales to two purchasers were approximately 13%, and 12% of total revenue, in 2005, there
were no purchasers who exceeded 10% of total revenue, and in 2004, sales to four purchasers were
approximately 15%, 119, 11%, and 11% of total revenue.

Accounts Receivable

The components of accounts receivable include the following:

December 31,
2006 2005
(In Thousands)

Oil and gas SalES . . .\ ..o e v e $ 89,082 136,973
Jointinterest billings .. .. ... ot e 27,891 38,595
01 37 N NP 8,814 4,103
Allowance for doubtful accounts. .. ......... i (341) (1,547)

Total accounts receivable . ... ... i e $125446 178,124
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(1) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES: (Continued)
Marketing, Processing, and Other

Marketing, processing, and other primarily consists of marketing fees earned from third party
marketing arrangements and fees earned attributable to volumes processed on behalf of third parties
through Company-owned gas processing plants.

Income Taxes

The Company uses the asset and lability method of accounting for income taxes. This method
requires the recognition of deferred tax liabilities and assets for the expected future tax consequences of
temporary differences between financial accounting bases and tax bases of assets and liabilities. The tax
benefits of tax loss carryforwards and other deferred tax benefits are recorded as an asset to the extent that
management assesses the utilization of such assets to be more likely than not. When the future utilization
of some portion of the deferred tax asset is determined not to be more likely than not, a valuation
allowance is provided to reduce the recorded deferred tax assets. Management believes that it could
implement tax planning strategies to prevent certain of these carryforwards from expiring.

Foreign Currency Translation

The functional currency of Canadian Forest Oil Ltd. (“Canadian Forest™), the Company’s wholly-
owned Canadian subsidiary, is the Canadian dollar. Assets and liabilities retated to Canadian Forest are
generally translated at end-of-period exchange rates, and related translation adjustments are generally
reported as a component of sharcholders’ equity in accumulated other comprehensive income (loss).
Statement of operations accounts are translated at the average of the exchange rates for the period.

During 2006 and 2004, Forest realized approximately $.3 million and $4.7 million, respectively, of
foreign currency exchange gains in connection with the repayment of intercompany debt and intercompany
advances denominated in U S. dollars.
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(1) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES: (Continued)
Earnings per Share

Basic earnings per share is computed by dividing net earnings attributable to common stock by the
weighted average number of common shares outstanding during each period, excluding treasury shares.
Diluted earnings per share is computed by adjusting the average number of common shares outstanding
for the dilutive effect, if any, of stock options, unvested restricted stock grants, unvested phantom stock
units, and warrants. The following sets forth the calculation of basic and diluted earnings per share for the
periods presented:

Year Ended December 31,
2006 2005 2004
(In Thousands,
Except Per Share Amounts)

Earnings from continuing operations...........ooiiiiii e $166,080 151,568 123,126
Income (loss) from discontinued operations, netoftax .............. 2,422 — (575)
INEEEATTIIIES © . v v v v it et e e e it e v iara s aiaiannan $168,502 151,568 122,551
Weighted average common shares outstanding during the period .. ... 62,226 61405 56,925
Add dilutive effects of stock options, unvested restricted stock grants,

and unvested phantom stockunits .. .............. ... o ool 1,205 1,145 384
Add dilutive effectsof warrants. .. .............. ... ..ol — 328 780
Weighted average common shares outstanding, including the effects of

dilutive SECUTIEIeS . . . . ..ot e 63,431 62,878 58,089
Basic earnings per common share:

From continuing operations. .. ..........oiiiiiirennineaninion, $ 267 2.47 2.16

From discontinued operations. .. ........... ..., 04 — (.01)

Basic earnings percommon share. ..o, § 271 2.47 2.15
Diluted earnings per common share:

From continuing operations. .. ..........vreerimaiiaieininann.. $ 262 241 2.12

From discontinued operations. . .. ........covviii i .04 — (.01)

Diluted earnings per common share. . ................c it $ 266 2.41 2.11

Stock-Based Compensation

Prior to January 1, 2006, the Company accounted for stock-based compensation using the intrinsic
value method prescribed in Accounting Principles Board (“APB”) Opinion No. 25, “Accounting for Stock
Issued to Employees”, and related interpretations. Under APB Opinion No. 25, no compensation expense
was recognized for stock options issued to employees if the grant price equaled or was above the market
price on the date of the option grant. Effective January 1, 2006, the Company adopted the provisions of
Statement of Financial Accounting Standards (“SFAS”} No. 123 (Revised), “Share-Based Payment”
(“SFAS 123(R)”) using the modified prospective method. Under this method, compensation cost is
recorded for all unvested stock options, restricted stock, and phantom stock units beginning in the period of
adoption and prior period financial statements are not restated. Under the fair value recognition provisions
of SFAS 123(R), stock-based compensation is measured at the grant date based on the value of the awards
and the value is recognized on a straight-line basis over the requisite service period (usually the vesting
period).

Treasury Stock

In May 2006, Forest retired its treasury stock. The Company had historically accounted for treasury
stock acquisitions using the cost method. Under this method, for reissuance of treasury stock, to the extent
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(1} SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES: (Continued)

that the reissuance price was more than the cost, the excess was recorded as an increase to capital surplus.
If the reissuance price was less than the cost, the difference was also recorded to capital surplus to the
extent there was a cumulative treasury stock paid in capital balance.

Debt Issue Costs

Included in other assets are costs associated with the issuance of our senior notes, term loans, and our
revolving bank credit facilities. The remaining unamortized debt issue costs at December 31, 2006 and
2005 totaled $13.0 million and $7.5 million, respectively, and are being amortized over the life of the
respective debt instruments.

Goodwill

The Company accounts for goodwill in accordance with SFAS No. 142, “Goodwill and other Intangible
Assets”, and is required to make an annual impairment assessment in lieu of periodic amortization. The
impairment assessment requires the Company to make estimates regarding the fair value of the reporting
unit 10 which goodwill has been assigned. Although the Company bases its fair value estimate on
assumptions it believes to be reasonable, those assumptions are inherently unpredictable and uncertain.
Downward revisions of estimated reserve quantities, increases in future cost estimates, divestiture of a
significant component of the reporting unit, continued weakening of the U.S. dollar or depressed natural
gas, NGLs, and crude oil prices could lead to an impairment of goodwill in future periods.

Comprehensive Earnings (Loss)

Comprehensive earnings (loss) is a term used to refer to net earnings (loss) plus other comprehensive
income (loss). Other comprehensive income (loss) is comprised of revenues, expenses, gains, and losses
that under generally accepted accounting principles are reported as separate components of shareholders’
cquity instead of net earnings (loss). Items included in the Company’s other comprehensive income (loss)
during the last three years include: foreign currency gains (losses) related to the translation of the assets
and liabilities of the Company’s Canadian operations; changes in the unfunded postretirement benefits;
and unrealized gains (losses) related to the changes in fair value of derivative instruments designated as
cash flow hedges.

The components of accumulated other comprehensive earnings (loss) for the years ended
December 31, 2006, 2005, and 2004 are as follows:

Unrealized Accumuiated
Foreign Unfunded Gain (Loss} Other
Currency Postretirement on Derivative Comprehensive
Translation Benefits!" Instruments, Net'  Income (Loss)
(In Thousands)
Balance at January 1,2004.............. $38,678 (13,985) (34,433) (9,740)
2004 activity. ...t e 29,224 5,565 (18,269) 16,520
Balance at December 31,2004........... 67,902 (8,420) (52,702) 6,780
2005 activity. ... .ol e 11,511 (210) (36,301) !25,000)
Balance at December 31,2005........... 79,413 (8,630) (89,003) (18,220)
2006 activity. . ...l 1,134 2,333 89,003 92,470
Balance at December 31,2006........... $80,547 {6,297) — 74,250
M Netof tax.
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(1) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES: (Continued)
Impact of Recently Issued Accounting Pronouncements

In June 2006, the Financial Accounting Standards Board (“FASB”) issued Interpretation No. 48,
“dccounting for Uncertainty in Income Taxes,” an interpretation of FAS 109, “Accounting for Income Taxes”
(“FIN 48”), to create a single model to address accounting for uncertainty in income tax positions. FIN 48
clarifies the accounting for income taxes, by prescribing a minimum recognition threshold a tax position is
required to meet before being recognized in the financial statements. FIN 48 also provides guidance on
derecognition, measurement, classification, interest and penalties, accounting in interim periods,
disclosure and transition. FIN 48 is effective for fiscal years beginning after December 15, 2006. The
Company will adopt FIN 48 as of January 1, 2007, as required. The cumulative effect of adopting FIN 48
will be recorded in retained earnings and other accounts as applicable. The Company has not determined
the effect, if any, the adoption of FIN 48 will have on the Company’s financial position or results of

operations.

In September 2006, the FASB issued Statement of Financial Accounting Standards No. 157, “Fair
Value Measurements” (“SFAS No. 157”). This statement clarifies the definition of fair value, establishes a
framework for measuring fair value, and expands the disclosures on fair value measurements. SFAS
No. 157 is effective for fiscal years beginning after November 15, 2007. We have not determined the effect,
if any, the adoption of this statement will have on our financial position or results of operations.

In February 2007, the Financial Accounting Standards Board issued Statement of Financial
Accounting Standards No. 159, “The Fair Value Option for Financial Assets and Financial Liabilities”
(“SFAS 159”). This statement permits entities to choose to measure many financial instruments and
certain other items at fair value. This statement expands the use of fair value measurement and applies to
entities that elect the fair value option. The fair value option established by this Statement permits all
entities to choose to measure eligible items at fair value at specified election dates. SFAS 159 is effective as
of the beginning of an entity’s first fiscal year that begins after November 15, 2007. We have not
determined the effect, if any, the adoption of this statement will have on our financial position or results of
operations .

(2) ACQUISITIONS AND DIVESTITURES:
Acquisitions
Subsequent Event—Pending Acquisition of Houston Exploration

On January 7, 2007, Forest announced it had entered into a definitive agreement and plan of merger
pursuant to which The Houston Exploration Company (“Houston Exploration”) will merge with and into
Forest in a stock and cash transaction totaling approximately $1.5 billion plus the assumption of debt.
Houston Exploration is an independent natural gas and oil producer engaged in the exploration,
development, exploitation and acquisition of natural gas and oil reserves in North America with operations
in the following four producing areas in the United States: South Texas, East Texas, the Arkoma Basin of
Arkansas, and the Uinta and DJ Basins in the Rocky Mountains. The boards of directors of Forest and
Houston Exploration have each unanimously approved the transaction. The transaction is subject to
regulatory approvals and other customary conditions, as well as both Forest sharcholder and Houston
Exploration stockholder approvals. Forest management and its board of directors will continue in their
current positions with Forest following the completion of the merger. The merger is expected to close in
the second quarter of 2007.
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(2} ACQUISITIONS AND DIVESTITURES: (Continued)

Under the terms of the merger agreement, Houston Exploration stockholders are to receive total
consideration equal to 0.84 shares of Forest common stock and $26.25 in cash for each share of Houston
Exploration common stock outstanding. This represents estimated merger consideration of 23.6 million
shares of Forest common stock and cash of approximately $740 million, or $§52.47 per share, to be received
by the Houston Exploration stockholders (based on the closing price of Forest’s common stock on
January 5, 2007 and the number of shares of Houston Exploration common stock outstanding on
January 4, 2007 and subject to increase in the event that any additional shares of Houston Exploration
common stock are issued prior to the merger closing date in connection with the exercise of outstanding
stock options pursuant to the terms of the merger agreement). The actual amount of total cash and stock
consideration to be received by each Houston Exploration stockholder will be determined by elections, an
equalization formula and a proration procedure. It is anticipated that the transaction will be tax free to
Houston Exploration and the stock portion of the consideration will be received tax free by its
stockholders. The cash component of the acquisition is expected to be financed under an amended and
restated revolving credit facility of up to $1.4 billion for which JPMorgan Chase Bank, N.A. has provided
us a commitment letter.

Cotton Valley Acquisition

On March 31, 2006, Forest completed the acquisition of oil and gas properties located primarily in the
Cotton Valley trend in East Texas. Forest paid approximately $255 million, as adjusted to reflect an
economic effective date of February 1, 2006, for properties with an estimated 110 Befe of estimated proved
reserves (unaudited) at the time the acquisition was announced in February 2006 and production that
averaged 13 MMcfe per day (unaudited) in January 2006. Forest acquired approximately 26,000 net acres
(unaudited) in the fields, of which approximately 14,000 net acres (unaudited) were undeveloped. Forest
funded this acquisition utilizing its bank credit facilities.

Buffalo Wallow Acquisition

On April 1, 2005, Forest purchased a private company whose primary assets were located in the
Buffalo Wallow field in Texas and included approximately 33,000 gross acres (unaudited) located primarily
in Hemphill and Wheeler Counties, Texas (“the Buffalo Wallow Acquisition”). At the time of acquisition,
the Buffalo Wallow Acquisition also included approximately 120 Befe of estimated proved reserves
(unaudited). The purchase price was allocated to assets and liabilities, adjusted for tax effects, based on
their estimated fair values at the date of acquisition. The acquisition was accounted for using the purchase
method of accounting and has been included in the consolidated financial statements of Forest since the
date of acquisition.
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(2) ACQUISITIONS AND DIVESTITURES: (Continued)

The total cash consideration paid for the Buffalo Wallow Acquisition was allocated as follows:

Purchase Price
__Allogcation
{In Thousands)
CUTTEIE ASSELS . + v v v e et e e e e e enee s et ee e ee s aneaan et sans e $ 9434
Ol and gas ProPerties . .. ..o . vvuietiu i 305,005
GoodWIll © ot e e 22,959
L )T T C- R LR 68
Current Habilties . . . ot e e et i e (27,251)
Derivative liability—current. . . ... vh it (6,373)
Long-term debt .. .....ooiiiiieii e (35,000)
Asset retirement obligations . .......ovi i (705)
Deferred INCOME TAKES .+ oot v vt eee sttt eeeere s tasaroreneesrsansnansns (71,492)
Total cash cONSIAETAION. - . et a i enanciaraa e ian e aasraanaen s $196,0645

Goodwill of $23.0 million was recognized to the extent that cost exceeded the fair value of net assets
acquired. Goodwill is not expected to be deductible for tax purposes. The goodwill was assigned to Forest’s
U.S. geographical business segment. The principal factors that contributed to the recognition of goodwill
include the mix of complementary high-quality assets in one of our existing core areas, lower-risk
exploitation opportunitics, expected increased cash flow from operations available for investing activities,
and opportunities for cost savings through administrative and operational synergies.

Acquisition of The Wiser Oil Company

In June 2004, the Company completed its acquisition of the common stock of The Wiser Oil Company
(“Wiser”), which held oil and gas assets located in the Company’s Southern United States, Western United
States, and Canada business units (the “Wiser Acquisition”). The Wiser Acquisition provided potential for
increased production, reserves, and undeveloped acreage as well as diversification in terms of both current
production and long-term growth opportunities. At the time the acquisition was closed, the net oil and gas
reserves were estimated to be approximately 186 Befe (unaudited), of which 85% (unaudited) were
classified as proved developed and the remaining amounts were classified as proved undeveloped. Average
production from the Wiser properties at the time of acquisition was 64 MMcfe (unaudited) per day. The
acquisition also included working capital and certain other financial assets and liabilities of Wiser. The
purchase price was allocated to assets and liabilities, adjusted for tax effects, based on the fair values at the
date of acquisition. The acquisition was accounted for using the purchase method of accounting and has
been included in the consolidated financial statements of Forest since the date of acquisition.
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(2) ACQUISITIONS AND DIVESTITURES: (Continued)

The total cash purchase price, including transaction costs, of $171 million was allocated to the assets
acquired and the liabilities assumed based on the estimated fair values set forth in the table below,

Purchase Price

Allocation

(In Thousands})
L ) A 1 < $ 24432
Proved Properties. . ... ..o i 301,103
Other plant and equipment asSels. ... ... ..ttt i 2,450
Undeveloped leasehold costs. . ... ... . e 45,803
GoodWill ..o e 64,109
Current liabilities . .. ... e (37,872)
Derivative liability—current. . ... ... i e (8,028)
Long-term debt. . .. o e e e e e e e e (163,325)
Asset retirement obligations .. ... ... e (7,997)
Other Habilities. .. ... e (3,489)
Deferred INCOME LAXES . .. .. ...ttt ettt e e e e et e (46,631)
Total cash ComSIderation . ... ... i i i i it it et e e $ 170,555

Goodwill of $64.1 million ($63.6 million before effects of foreign currency exchange) was recognized
to the extent that cost exceeded the fair value of net assets acquired. Goodwill is not expected to be
deductible for tax purposes. The goodwill was assigned to Forest’s U.S. and Canadian geographical
business segments. The principal factor that contributed to the recognition of goodwill was opportunities
for cost savings through administrative and operational synergies.

Divestitures
Spin-off and Merger of Offshore Gulf of Mexico Operations

On March 2, 2006, Forest completed the spin-off of its offshore Gulf of Mexico operations by means
of a special dividend, which consisted of a pro rata spin-off (the “Spin-off™) of all outstanding shares of
Forest Energy Resources, Inc. (hereinafter known as Mariner Energy Resources, Inc. or “MERI”), a total
of 50,637,010 shares of commeon stock, to holders of record of Forest common stock as of the close of
business on February 21, 2006. Immediately following the Spin-off, MERI was merged with a subsidiary of
Mariner Energy, Inc. (“Mariner”) (the “Merger”). Mariner’s common stock commenced trading on the
New York Stock Exchange on March 3, 2006.

The Spin-off was a tax-free transaction for federal income tax purposes. Prior to the Merger, as part of
the Spin-off, MERI paid Forest approximately $176.1 million. The $176.1 million was drawn on a newly
created bank credit facility established by MERI immediately prior to the Spin-off. This credit facility and
associated liability were included in the Spin-off. Subsequent to the closing, Forest received additional net
cash proceeds of $21.7 million from MERI for a total of $197.8 million. As of February 27, 2007, in
accordance with the transaction agreements, Forest and MERI had submitted post-closing adjustments
from which Forest has determined it owed MERI approximately $3.8 million as of December 31, 2006,
which is subject to further adjustment.
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The table below sets forth the effect of the Spin-off on the Company’s balance sheet:

Change in Balance

_ Sheet Accounts
{In Thousands)
Assets (Increase/(Decrease))
Cash. . e $ (10)
Accounts receivable—Due from MERI ....................... 15,166
Accounts receivable—third parties ................ ... ... ... (54,078)
Other current assets .. ... i (44,837)
Proved oil and gas properties, net of accumulated depletion . . ... (1,033,289)
Unproved oil and gas properties. ................c.cciiioaa (38,523)
OhEr ASSELS ..ottt i it e {7,919)
Liabilities and Shareholders’ Equity ((Increase)/Decrease)
Current Habilities. . .. oot i i e e e e e 96,142
Derivative inStruments . . ...ttt ii e et ianeas 17,087
MERI credit facility ... ... .. ... . 176,102
Assct retirementobligations . ........ ... o i e e 150,182
Deferred INCOME tAXES . oot v it ir i iie e e ieaeenr e ennns 184,483
Other liabilities ......... ... i i 225
Accumulated other comprehensive income .................... (7,549)
Net decrease to capital surplus and retained earnings ............. $ (546,818)
Sale of ProMark

On March 1, 2004, the Company sold the assets and business operations of Producers Marketing, Ltd.
(“ProMark”) to Cinergy Canada, Inc. (“Cinergy”) for $11.2 million CDN. As a result of the sale,
ProMark’s results of operations were reported as discontinued operations in the historical financial
statements. Under the terms of the purchase and sale agreement, Forest may receive additional contingent
consideration over a period of five years through February 2009. During the year ended December 31,
2006, Forest recognized an additional $3.6 million contingent payment ($2.4 million net of tax), which has
been reflected as income from discontinued operations in the Consolidated Statements of Operations. The
following table sets forth the components of loss from the discontinued operations for the year ended
December 31, 2004:

Year Ended
December 31, 2004
(In Thousands)

Marketing revenue, net ...ttt iiiinia i, $ 597

General and administrative EXpense ..........cooiiiininiine s (280)
INterest EXPeISE . . . ottt i ettt (2)
Other EXPEMSE .. vttt et niameeaamas (166)
Current inCOME 1axX EXPENSE . ... ...uuverinreernerennnnennonen.n (2)
Deferred income taXx eXpense ........oovvver e crnanraerenrannen. (722)
Loss from discontinued operations, netoftax.................... $(575)
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(3) PROPERTY AND EQUIPMENT:
Net property and equipment at December 31, 2006 and 2005 consists of the following:

2006 2005
(In Thousands)

Qil and gas properties:
Proved e $ 4,751,171 5,957,805
UNProved. - ..ot e 261,259 275,684
Accumulated depletion. .. ... i s {2,265,018) (3,059,031)

Netoil and gas properties. .. ... ... ... it 2,747,412 3,174,458
Other property and equipment:
Furniture and fixtures, computer hardware and software, and other

EQUIPMEMT . o ottt ettt et it e is i 75,018 58,087
Accumulated depreciation and amortization ........... ... .. ..o e {32,504) (32,527)

Net other property and equipment. . ... ... ..ot iiiiiiaa s 42,514 25,560
Total net property and equipment . ... ..o i $ 2,789,926 3,200,018

The following table sets forth a summary of oil and gas property costs not being depleted at
December 31, 2006, by the year in which such costs were incurred:

Total 2006 2005 2004 2003 and Prior
(In Thousands)
United States:
AcquiSItIONCOSES .. ... .o $ 68,371 42454 20,463 5,446 8
Explorationcosts ..............oooioiie 81,316 64,364 13,291 1,167 2,494
Total United States . ..........ccivvvvnnns. 149,687 106,818 33,754 6,613 2,502
Canada:
ACQUISItION COStS . ... i 25,169 — 3,523 7,214 14,432
Explorationcosts . .........ooviivninnna.. 27,865 21,409 1,299 35 5,122
TotalCanada ....................ccoivutn 53,034 21,409 4,822 7,249 19,554
International:
ACqUISIONCOSIS ..o 740 — — — 740
Explorationcosts .. ..., 57,798 6,035 2,315 1,879 47,569
Total International. .............. ... . .... 58,538 6,035 2,315 1,879 48,309
Total. ..o i e e $261,259 134,262 40,891 15,741 70,365

The majority of the United States and Canada unproved oil and gas property costs, or those not being
depleted, relate to oil and gas property acquisitions discussed in Note 2 as well as work-in-progress on
various exploration projects. The Company expects that substantially ali of its unproved property costs in
the U.S. and Canada as of December 31, 2006 will be reclassified to proved properties within five years.
Forest also holds interests in various projects located outside North America. Costs related to these
international interests of $58.5 million are not being depleted pending determination of the existence of
estimated proved reserves. Forest’s exploration project in South Africa accounts for the majority of the
international costs not being amortized. In 2006, the Company continued to pursue commercial
development of the Ibhubesi field discovery in South Africa. The Company also filed a production right
application and also continued efforts toward securing gas contracts for the Ibhubesi field.
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(4) DEBT:

Components of debt are as follows:

December 31, 2006 December 31, 2005
Unamortized Unamortized
Premiuvm Preminm
Principal _ (Discount) _Other™ _ Total Principal  {Discount)  Other'” _Total
(In Thousands)

U.S. Credit Facility . .......... $ 23,000 — — 23,000 97,000 — — 97,000
Canadian Credit Facility. . ... .. 84,094 — — 84,094 56,806 — — 56,806
Term Loan Facilities®V ........ 375,000 — — 375,000 — — — —
8% Senior Notes due 2008 ... .. 265,000 (146) 3,346 268,200 265,000 (244) 5,652 270,408
8% Sentor Notes due 2011 . .. .. 285,000 6,458 4,152 295,610 285,000 7,750 4,992 297,742
7%% Senior Notes due 2014. . .. 150,000 (1,751) 13,056 161,305 150,000 (1,990) 14,841 162,851
Totaldebt .................. 1,182,094 4,561 20,554 1,207,209 853,806 5,516 25,485 884,807
Less: current portion of long-

termdebt ... ... ... 2,500 — — 2,500 — — — —
Long-termdebt.............. $1,179,594 4,561 20,554 1,204,709 853,806 5,516 25,485 884,807

1 |n December 2006, Forest’s wholly-owned subsidiaries, Forest Alaska and Forest Holding, entered into term loan financing
arrangements in the aggregate principal amount of $375 million. The financing is comprised of two term loan facilities,
including a $250 million first lien credit agreement and a $125 million second fien credit agreement. The term loans mature in
December 2010 and December 2011, respectively, and are non-recourse to Forest.

@ Represents the unamortized portion of gains realized upon termination of interest rate swaps that were accounted for as fair
value hedges. The gains are being amortized as a reduction of interest expensc over the terms of the note issues.

Bank Credit Facilities

The Company currently has credit facilities totaling $600 million, consisting of a $500 million U.S.
credit facility through a syndicate of banks led by JPMorgan Chase and a $100 million Canadian credit
facility through a syndicate of banks led by JPMorgan Chase Bank, Toronto Branch. The credit facilities
mature in September 2009. Subject to the agreement of Forest and the applicable lenders, the size of the
credit facilities may be increased by $200 million in the aggregate.

Availability under the credit facilities is based either on certain financial covenants included in the
credit facilities or on the loan value assigned to Forest’s oil and gas properties. If Forest’s corporate credit
rating by Moody’s is “Bal” or higher and “BB+" or higher by S&P, availability under the credit facilities
may, at Forest’s election, be governed by certain financial covenants. Alternatively, if Forest’s senior
unsecured long-term debt credit rating is “Ba2” or lower by Moody’s or “BB” or lower by S&P, availability
under the credit facilities will be governed by a borrowing base (“Global Borrowing Base”). Currently, the
amount available under the credit facilities is determined by the Global Borrowing Base. Effective
September 29, 2006, the syndicate of banks approved a Global Borrowing Base of $900 million; however,
Forest did not elect to change the Global Borrowing Base allocation and the U.S. allocated borrowing base
was kept at $500 million and the Canadian allocated borrowing base was kept at $100 million.

At December 31, 2006, there were outstanding borrowings of $23.0 million under the U.S. credit
facility at a weighted average interest rate of 8.5%, and there were outstanding borrowings of $84.1 million
under the Canadian credit facility at a weighted average interest rate of 5.9%. Forest also had used the
credit facilities for approximately $3.5 million in letters of credit, leaving an unused borrowing amount
under the Global Borrowing Base of approximately $489.4 million at December 31, 2006.

The determination of the Global Borrowing Base is made by the lenders taking into consideration the
estimated value of Forest’s oil and gas properties in accordance with the lenders’ customary practices for
oil and gas loans. This process involves reviewing Forest’s estimated proved reserves and their valuation.
While the Global Borrowing Base is in effect, it is redetermined semi-annually, and the available
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borrowing amount could be increased or decreased as a result of such redeterminations. In addition,
Forest and the lenders each have discretion at any time, but not more often than once during any calendar
year, to have the Global Borrowing Base redetermined. A revision to Forest’s reserves may prompt such a
request on the part of the lenders, which could possibly result in a reduction in the Global Borrowing Base
and availability under the credit facilities. If outstanding borrowings under either of the credit facilities
exceed the applicable portion of the Global Borrowing Base, Forest would be required 1o repay the excess
amount within a prescribed period. If we are unable to pay the excess amount, it would cause an event of
default.

The credit facilities include terms and covenants that place limitations on certain types of activities,
including restrictions or requirements with respect to additional debt, liens, asset sales, hedging activities,
investments, dividends, mergers, and acquisitions. The credit facilities also include several financial
covenants. Availability, interest rates, security requirements, and other terms of borrowing under the credit
facilities will vary based on Forest’s credit ratings and financial condition, as determined by certain
financial tests. In particular, any time that availability is not determined by the Global Borrowing Base, the
amount available and our ability to borrow under the credit facilities is determined by certain financial
covenants. Also, even when availability is determined by the Global Borrowing Base, certain financial
covenants may affect the amount available and Forest’s ability to borrow amounts under the credit
facilities.

The credit facilities include conditions linked to the Company’s credit ratings. The fees and interest
rates on the Company’s commitments and loans and its collateral obligations are affected by its credit
ratings. The Company’s ability to raise funds and the cost of any financing activities may be affected by the
Company’s credit ratings at the time any such activities are conducted.

The credit facilities are collateralized by a portion of the Company’s assets. The Company is required
to mortgage, and grant a security interest in, 75% of the present value of its consolidated proved oil and
gas properties. Forest also pledged the stock of several subsidiaries to the lenders to secure the credit
facilities. Under certain circumstances, Forest could be obligated to pledge additional assets as collateral.
If the Company’s corporate credit ratings by Moody’s and S&P improve and meet pre-established levels,
the collateral requirements would not apply and, at the Company’s request, the banks would release their
liens and security interests on the Company’s properties.

On January 5, 2007, Forest, J.P. Morgan Securities Inc. and JPMorgan Chase Bank, N.A. entered into
a commitment letter and fee letter with respect to the financing of the merger with Houston Exploration
and the related transactions and the refinancing of certain of Forest’s existing debt. The commitment
letter, which is subject to customary conditions, provides for a commitment of an aggregate of up to $1.4
billion in financing under a five-year amended and restated revolving credit facility. Initially, we anticipate
the commitments for the amended and restated U.S. and Canadian credit facilities will consist of an up to
$1.25 billion U.S. facility and an up to $150 million Canadian facility. We expect the terms of the amended
and restated credit facilities to be substantially similar to those of the existing credit facilities. We expect to
finance the cash portion of the merger consideration, which is expected to be approximately $740 million
in cash (based on the outstanding shares of Houston Exploration common stock on January 4, 2007 and
subject to increase), through borrowings under these amended and restated credit facilities. Forest also
expects to use these credit facilities to pay for related merger costs and expenses and for general corporate
purposes following the merger. The commitment letter expires April 30, 2007 and is subject to customary
closing conditions.
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Term Loan Facilities

On December 8, 2006, Forest, through its wholly-owned subsidiaries Forest Alaska Operating LLC
(“Forest Alaska”) and Forest Alaska Holding LLC (“Forest Holding”), issued, on a non-recourse basis to
Forest, term loan financing facilities in the aggregate principal amount of $375 million. The issuance was
comprised of two term loan facilities, including a $250 million first lien credit agreement and a $125 million
second lien credit agreement (together the “Credit Agreements”). The loan proceeds were used to fund a
$350 million distribution to Forest, which Forest used to pay down its U.S. credit facility, and to provide
Forest Alaska working capital for its operations and pay transaction fees and expenses. Interest on the
loans are based on an adjusted LIBO rate (“LIBOR”) (LIBOR plus 3.50% under the first lien credit
agreement and LIBOR plus 6.50% under the second lien credit agreement) or on a rate based on the
federal funds rate (federal funds rate plus 3.0% under the first lien credit agreement and federal funds rate
plus 6.0% under the second lien credit agreement), at the election of Forest Alaska. The loans under the
first lien agreement will become due on December 8, 2010 and the loans under the second lien agreement
will become due on December 8, 2011.

Partial repayments on the loans outstanding under the first lien agreement are due at the end of each
calendar quarter, while the loans under the second lien agreement are scheduled for repayment on the
maturity date. In addition, Forest Alaska is obligated to make mandatory prepayments annually using its
excess cash flow and the proceeds associated with certain equity issuances, asset sales, and incurrence of
additional indebtedness. Under certain circumstances involving a change in control involving Forest
Holding or Forest Alaska, the credit agreements also require Forest Alaska to offer to repurchase
outstanding loans and purchase loans put to it by the lenders and, depending on the date of any such
repurchase, the repurchase price may include a premium. Upon an event of default, a majority of the
lenders under each of the Credit Agreements may request the agent to declare the loans immediately
payable. Under certain circumstances involving insolvency, the loans will automatically become
immediately due and payable.

The Credit Agreements include terms and covenants that place limitations on certain types of
activities that may be conducted by Forest Alaska and Forest Holding. The terms include restrictions or
requirements with respect to additional debt, liens, investments, hedging activities, acquisitions, dividends,
mergers, sales of assets, transactions with affiliates, and capital expenditures. In addition, the Credit
Agreements include financial covenants addressing limitations on present value to total debt and first lien
debt, interest coverage and Jeverage ratios. '

8% Senior Notes Due 2008

In June 2001, Forest issued $200 million in principal amount of 8% Senior Notes due in June 2008
(the “8% Notes Due 2008”) at par for proceeds of $199.5 million (net of related offering costs). In
October 2001, Forest issued an additional $65 million in principal amount of 8% Notes Due 2008 at 99%
of par for proceeds of $63.6 million (net of retated offering costs).

8% Senior Notes Due 2011

In December 2001, Forest issued $160 million in principal amount of 8% Senior Notes due 2011 (the
“8% Notes Due 2011”) at par for proceeds of $157.5 million (net of related offering costs). In July 2004,
Forest issued an additional $125 miilion in principal amount of 8% Senior Notes due 2011 at 107.75% of
par for proceeds of $133.3 million (net of related offering costs).
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724% Senior Notes Due 2014

In April 2002, Forest issued $150 million in principal amount of 7%% Senior Notes due 2014 (the
“7%% Notes”) at 98.09% of par for proceeds of $146.8 million (net of related offering costs). The 7%%
Notes are redeemable, at the option of the Company, at any time on or after May 1, 2007 at the
approximate redemption rates set forth below, plus accrued and unpaid interest:

Year Redemption Rate
2007, e e e 103.9%
2008, e e 102.6%
2009, . e 101.3%
2010 and thereafter. . .............. ... .. ... 100.0%

Principal Maturities
Principal maturities of debt at December 31, 2006 are as follows (in thousands):

00T . e $ 2,500
2008 . . s 267,500
2000 . e e 109,594
2000, e 242,500
200 e e 410,000
Thereafter ....covieii i e 150,000

(5) INCOME TAXES:

The Company accounts for income taxes in accordance with the provisions of Statement of Financial
Accounting Standards No. 109, “Adccounting for Income Taxes” (“SFAS 109”).

The table below sets forth the provision for income taxes from continuing operations for the periods

presented.
Year Ended December 31,
2006 2005 2004
(In Thousands)
Current:
Federal. . ..ottt et et ettt e e et e $ 1,341 3,738 980
FOreign. ..o e e 140 238 297
R 7 1= 645 (478) 1,683
2,126 3,498 2,960
Deferred:
Federal. . ..ot e et et e 77,445 55,608 60,776
 SC0) T N 3,643 24,310 0,852
1] €2 Y (= 1 1= S OO 7,689 9,942 5,156

88,777 89,860 75,784
$90,903 93,358 78,744

The Company’s current income tax expense for the periods presented was due primarily to federal
alternative minimum tax and to Alaska state income taxes. Deferred income taxes generally result from
recognizing income and expenses at different times for financial and tax reporting. In the U.S,, the largest
differences are the tax effects of book recognition of unrealized gains and losses with respect to derivative
instruments and the capitalization of certain development, exploration, and other costs under the full cost
method of accounting. In Canada, differences result in part from accelerated cost recovery of oil and gas
capital expenditures for tax purposes.
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Income from continuing operations before income taxes and discontinued operations consists of the
following for the periods presented:

Year Ended December 31,

2006 2005 2004
(In Thousands)
United Statesfederal, . ... o i i $211,785 168,024 174398
Foreign. . 45,198 76,902 27472

$256,983 244,926 201,870

A reconciliation of income tax computed by applying the United States statutory federal income tax
rate is as follows:

Year Ended December 31,

2006 2005 2004
{In Thousands)

Federal income tax at 35% of income before income taxes and

discontinued operations . ............c. i e $ 89,944 85,724 70,655
State income taxes, net of federal income tax benefits ................. 7,616 5,759 5,140
Change in the valuation allowance for deferred tax assets .............. (1,464) (5460) 1,029
Effect of differing taxratesin Canada ............................... (160) 1,537 2,440
Effect of taxable dividends repatriated under Section 965 of the LR.C. .. — 4,275 —
Effect of Canadian statutory rate reductions ......................... (12,292)  (3,129) (2,388)
Effect of state statutory rate reductions. . ............................ (5,706) — —
Effectsrelatedtothe Spin-off . ............ ... .. . ... ... 7,209 — —
0 1T 5,756 4,652 1,868
Total iIncome taX EXPeNSE . . ...\t retr et eeen e $ 90,903 93,358 78,744
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The components of the net deferred tax liability by geographical segment at December 31, 2006 and

2005 are as follows:

December 31, 2006
United States Canada Total
(In Thousands)

Deferred tax assets:
Allowance for doubtful accounts . ......... ... . i i $ 487 — 487
Investment in equity affiliate ....... ... .. ... ... ..l 1,378 — 1,378
Accrual for post retirementbenefits. . ... o ool 4,415 — 4,415
Stock-based compensation accruals under SFAS 123(R) ............... ..., 2,155 — 2,155
Net operating loss carryforwards . ..o i i i e 157,084 621 157,705
Capital loss carryforward .. ............ .. ... 113 3,891 4,004
Depletion carryforward. ... ... i e e e 7,455 — 7,455
Alternative minimum tax credit carryforward . ....... ... ... . il 3,478 — 3,478
(12 U 9,762 969 10,731

Total gross deferred taxassets. . ... i i 186,327 5,481 191,808

Lessvaluationallowance ... .. .. .. .. . . i iiiiiiiinrianias (27,036) (2,642) (29,678)

Netdeferred tax assets . . .. . ..ottt it ittt cai e 159,291 2,830 162,130
Deferred tax liabilities:
Propertyand equipment .. ... ... ... ... L (264,137) (78,786)  (342,923)
Unrealized losses on derivative contracts,net . ... ... .. ... i (24,795) — (24,793)
[0 13 =0 — (1,276) (1,276)

Total gross deferred tax liabilities .. ... .. .. ... . ... . .. (288,932) (80,062) {368,994}
Net deferred tax liabilities. . . ... ... .. i $ (129.641) (77.223)  (206,864)

December 31, 2005
United States Canada Total
(In Thousands)

Deferred tax assets:
Allowance for doubtful accounts .............o i, b 761 — 761
Investment in equity affiliate. .. ............. . .. ol 2,166 — 2,166
Accrual for post retirement benefits ............. .o il 6,765 — 6,705
Unrealized losses on derivative contracts,net ............coeeeen.en 60,211 — 00,211
Net operating loss carryforwards . .......... ..o 184,577 2,497 187,074
Capital losscarryforward. .. ... o i 115 3,937 4,052
Depletion carryforward .. ... . i 7,554 — 7,554
Alternative minimum tax credit carryforward .............. ... ... 1,978 — 1,978
1 37T 8,691 417 9,108

Total gross deferred tax assets ........covvviiiiiniin i, 272,818 6,851 279,669

Lessvaluation allowance. ... ... oot (45,340) (3,937)  (49,277)

Netdeferred tax assets. . ... ittt iaiiia i ein e iaaenns 227,478 2914 230,392
Deferred tax liabilities:
Property and equipment .. ... . i i i e (405,130)  (74,134) (479,264)
1T (1,661) {1,506) (3,i167)

Total gross deferred tax liabilities .............. ..ol (406,791) (75,640) (482,431)
Net deferred tax liabilities. . ........oov i $(179.313)  (72,726) (252,039)
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The net deferred tax liabilities are reflected in the Consolidated Balance Sheets as foliows:

December 31, 2006
United States Canada Total
(In Thousands)
Current deferred tax liabilities. .. ................... ... ...... $ (14,907) —  (14,907)
Non-current deferred tax liabilities. .. .. ........... . oonin.. (114,734) (77,223) (151,957)
Net deferred tax liabilities ................................... $(129,641)  (77.223) (206,864)
December 31, 2005
United States Canada Total
{In Thousands)
Current deferred taXx assets. . ... oover et $ 77,346 — 77,346
Non-current deferred tax liabilities. ............................ (256,659)  (72,726) (329,385)
Net deferred tax liabilities ............ccotiin .. $(179,313) (72,726)  (252,039)

U.S. federal net operating loss carryforwards at December 31, 2006 were approximately
$447.9 million. Of this amount, approximately $186.5 million was acquired by the Company in a merger
that occurred in 2000 and approximately $38.7 million was acquired by the Company in its acquisitions of
other corporate entities in 2004 and 2005. The Company’s federal net operating losses are scheduled to
expire in years 2006 through 2024.

The Company’s ability to use some of its net operating loss carryforwards and certain other tax
attributes to reduce current and future U.S. federal taxable income is subject to limitations under the
Internal Revenue Code. In particular, the Company’s ability to utilize such carryforwards is limited due to
the occurrence of “Ownership Changes” within the meaning of Section 382 of the Internal Revenue Code.
The Company has established a valuation allowance against its net operating loss carryforwards in the
amount of $24.2 million, recognizing the effects of Section 382 on its ability to ever realize these
carryforwards,

The net changes in the total valuation allowance for the years ended December 31, 2006, 2005, and
2004 were as follows:

2006 2065 2004
{in Thousands)

Net decrease in the valuation allowance for deferred tax assets

attributable to reassessment of the amount of tax losses of

acquired subsidiary expected tobe utilized . ................ ... $ (8337) (36,608) (4,044)
Decrease in the valuation allowance for net expiring operating loss

carryforwards . ... .. ... {9,967) (3.483) (25,313)
Other decreases in the valuation allowance for deferred tax assets . (1,465)  (2,443) —
Net decrease in the valuation allowance ........................ $(19,769) (42,534) (29,357)

$18.4 million of the decrease in valuation allowance for deferred tax assets in 2006 relates to tax loss
carryforwards of an acquired subsidiary which were previously provided against. $10 million of this amount
relates to tax loss carryforwards that expired unused in 2005. In 2006, the Company determined that it was
more likely than not that $8.4 million would be realized in the future and this amount was released with a
corresponding adjustment to capital surplus. The other decreases in the valuation allowance of $1.4 million
relate to adjustments to state and Canadian tax loss carryforwards.
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(5) INCOME TAXES: (Continued)

Though not included in the tables or discussion above, the Company has a net deferred tax asset of
$2.8 million in international locations. The Company has, in prior years, established a valuation allowance
equal to the $2.8 million net deferred tax asset as the Company currently does not have production in the
related international locations. The net deferred tax asset is composed of a deferred tax asset related to
loss carryforwards (with carryover periods ranging from 5 years to an indefinite period) in the amount of
$18.6 million, net of a deferred tax liability related to property and equipment of $15.8 million.

The Alternative Minimum Tax (“AMT”) credit carryforward available to reduce future U.S. federal
regular taxes aggregated $3.5 million at December 31, 2006. This amount may be carried forward
indefinitely.

Canadian tax pools relating to the exploration, development, and production of oil and natural gas
that are available to reduce future Canadian federal income taxes aggregated approximately $219 million
($255 million CDN) at December 31, 2006. The Canadian tax pools include approximately $44 million
(852 million CDN) acquired from predecessor companies that are limited in use to income derived from
assets acquired. These tax pool balances are deductible on a declining balance basis ranging from 4% to
1009 of the balance annually, and are composed of costs incurred for oil and gas properties, and
developmental and exploration expenditures, as follows:

2006 2005
{In Thousands of
Canadian Dollars}

Canadian capitaf cost allowance (deductible at 4% - 45% annually) .............. $ 76,051 56,818
Canadian development expense (deductible at 30% annually) ................... 130,792 86,881
Canadian exploration expense (deductible at 100% annually) ................... 1,704 44,273
Canadian oil and gas property expense {deductible at 10% annually) ............. 46,387 41,970

$254,934 229,942

Other Canadian tax pools and loss carryforwards available to reduce future Canadian federal income
taxes were approximately $21.4 million ($24.9 million CDN) at December 31, 2006, of which $19.3 million
may be carried forward indefinitely.

The Company’s Canadian operations generated book income (after tax) of approximately $45 million
during 2006. As of December 31, 2006, the Company’s Canadian operations had reported accumulated
undistributed book earnings of approximately $81 million. The Company has not provided deferred tax
liabilities with respect to U.S. income tax or Canadian withholding taxes related to these undistributed
earnings. During 2006, all cash flow generated in Canada was reinvested in Canadian capital expenditures.
Based on its current plans, the Company intends that future cash flows generated by Canadian operations
will continue to be reinvested in Canadian exploration, development or acquisition activities or utilized to
satisfy external and intercompany debt of the Canadian operations. Should the Company distribute
Canadian earnings, we may be subject to U.S. income taxes and Canadian withholding taxes. It is not
practicable to estimate the amount of such taxes that may be payable if such a distribution occurs. The
Company currently has no foreign tax credits to offset such taxes.

(6) SHAREHOLDERS' EQUITY:
Common Stock

At December 31, 2006, the Company had 200 million shares of common stock (“Common Stock™),
par value $.10 per share, authorized.

79




(6) SHAREHOLDERS’ EQUITY: (Continued)

In June 2004, Forest issued 5.0 million shares of Common Stock at a price of $24.40 per share, Net
proceeds from this offering were approximately $117.1 million after deducting underwriting discounts and
commissions and estimated offering expenses. The net proceeds from the offering were used to fund a
portion of the Wiser Acquisition.

Rights Agreement

In October 1993, the Board of Directors adopted a shareholders’ rights plan and entered into the
Rights Agreement. The Company distributed one Preferred Share Purchase Right (the “Rights”) for each
outstanding share of the Company’s Common Stock. The Rights are exercisable only if a person or group
acquires 20% or more of the Company’s Common Stock or announces a tender offer that would result in
ownership by a person or group of 20% or more of the Common Stock.

In October 2003, the Board of Directors of Forest entered into the First Amended and Restated
Rights Agreement (the “First Amended Rights Agreement™). The rights issued under the First Amended
Rights Agreement will expire on October 29, 2013, unless earlier exchanged or redeemed, and entitle the
holder thereof to purchase 1/100th of a preferred share at an initial purchase price of $120.

Warrants

At December 31, 2006 and December 31, 2005, Forest did not have any warrants outstanding. During
2005, two series of warrants expired, including warrants that expired on February 15, 2005 (2005
Warrants”) in accordance with the terms of the warrants. In April 2005, Forest provided notice of
acceleration of subscription warrants (“Subscription Warrants”) that were originally set to expire on
March 20, 2010, and on May 9, 2005 all of the remaining unexercised Subscription Warrants expired.

In connection with the expiration of the 2005 Warrants and the Subscription Warrants during 2005, a
total of 1,907,333 warrants to purchase shares of Common Stock were exercised. As a result of these
exercises, in 2005 Forest received cash proceeds of $14.4 million and issued a total of 1,358,350 shares of
Common Stock.

During the year ending December 31, 2004, warrants totaling 267,508 were exercised to purchase
162,901 shares of Common Stock.

{7) STOCK-BASED COMPENSATION:

Prior to January 1, 2006, the Company accounted for stock-based compensation using the intrinsic
value method prescribed in APB Opinion No. 25 and related interpretations. Under APB Opinion No. 25,
no compensation expense was recognized for stock options issued to employees if the grant price equaled
or was above the market price on the date of the option grant. Effective January 1, 2006, the Company
adopted the provisions of SFAS 123(R) using the modified prospective method. Under this method,
compensation cost is recorded for all unvested stock options, restricted stock, and phantom stock units
beginning in the period of adoption and prior period financial statements are not restated. Under the fair
value recognition provisions of SFAS 123(R), stock-based compensation is measured at the grant date
based on the value of the awards and the value is recognized on a straight-line basis over the requisite
service period (usually the vesting period).

The table below sets forth total stock-based compensation recorded during 2006 under the provisions
of SFAS 123(R), the remaining unamortized amounts and the weighted average amortization period
remaining as of December 31, 2006. Approximately $9.7 million of the $22.0 million of total stock-based
compensation for 2006 was attributable to a partial settlement of the Company’s restricted stock awards
and phantom stock unit awards in connection with the Spin-off.
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(7) STOCK-BASED COMPENSATION: (Continued)

Stock Restricted  Phantom Stock
Qptions Stock Units Total"
(In Thousands)

Year ended December 31, 2006;

Total stock-based compensationcosts . .......... $ 5348 14,551 1,890 21,789

Less: stock-based compensation costs capitalized . (1,645) (5.279) (1,194) (8,118)

Stock-based compensation costs expensed .... ... $ 3,703 9,272 696 13,671
Unamortized stock-based compensation costs as of

December31,2006 .......ooovveeneiian $ 6,006 10,725 1,867% 18,598
Weighted average amortization period remaining. . . 1.5years 1.8years 2.1 years 1.7 years

' The Company also maintains an employee stock purchase plan (which is not included in the table above) under which $.3
million of compensation cost was recognized for the year ended December 31, 2006 under the provisions of SFAS 123(R).

2 Based on the closing price of the Company’s Common Stock on December 31, 2006.

SFAS 123(R) required the Company to estimate forfeitures in calculating the cost related to stock-
based compensation as opposed to recognizing forfeitures and the corresponding reduction in expense as
the forfeitures occur. The cumulative adjustment recorded related to this change of approximately
$.1 million was recorded as a reduction in general and administrative expense and capitalized oil and gas
properties during 2006 and was not presented separately in the Consolidated Statement of Operations.
The impact of adopting SFAS 123(R) as of January 1, 2006 resulted in a decrease to net earnings of
approximately $1.9 million, or $.03 per basic and diluted share for the year ending December 31, 2006.

Equity Incentive Plans

In 2001, the Company adopted the Forest Qil Corporation 2001 Stock Incentive Plan (the “2001
Plan”) under which qualified and non-qualified stock options, restricted stock, and other awards may be
granted to employees, consultants and non-employee directors. In 2003, the Company amended the 2001
Plan to increase the number of shares reserved for issuance. The aggregate number of shares of Common
Stock that the Company may issue under the 2001 Plan may not exceed 5.0 million shares. The exercise
price of an option shall not be less than the fair market value of one share of Common Stock on the date of
grant. Options under the 2001 Plan generally vest in increments of 25% on each of the first four
anniversary dates of the date of grant and have a term of ten years. As of December 31, 2006, the Company
had 667,957 shares available to be issued under the 2001 Plan. As a result of the Spin-off, outstanding
stock options and the shares available for grant for all employees under the 2001 Plan were adjusted to
reflect the economic effect of the Spin-off.

The Company had a Stock Incentive Plan (the “1996 Plan™) that expired on March 5, 2002 under
which non-qualified stock options and restricted stock were granted to employees and director stock
awards were granted to non-employee directors. Options granted under the 1996 Plan generally vested in
increments of 20% commencing on the date of grant and on each of the first four anniversaries of the date
of the grant.

Stock Options

The following table summarizes stock option activity in the Company’s stock-based compensation
ptans for the years ended December 31, 2006, 2005, and 2004. During 2006 the number of shares and the
exercise price of the outstanding stock options were adjusted so that the fair value of each award was the
same immediately before and after the Spin-off, in accordance with the anti-dilution provisions in the 2001
Plan and 1996 Plan.
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(7) STOCK-BASED COMPENSATION: (Continued)

Weighted Agpregate
Average Intrinsic Number of
Number of Exercise Value (In Shares
Shares Price Thousands)”  Exercisable
Outstanding at January 1,2004 .................... 3,465,429  $25.51 $12,146 2,368,908
Granted atfairvalue ........coiii v 1,502,450 28.21
Exercised ... ...t i e (827,817)  23.20
Cancelled. ......... ... i i, (369,250) 28.24
Qutstanding at December 31,2004, ................ 3,770,812 26.82 18,024 1,841,439
Grantedatfairvalue .....ovvv it e 180,700 38.82
Exercised ... ..o e (1,078,067) 26,32 13,469
Cancelled. . ... ... e (295,210) 27.71
QOutstanding at December 31,2005, ................ 2,578,235 27.78 45,889 1,348,599
Granted . .. ... e — —
Exercised . ... e {58,337 28.71 1,255
Cancelled. . ... i e e e (98,587) 30.91
Qutstanding at March 2,2006 ..................... 2,421,311 27.63 55,723
Adjustment to give effect to Spin-off ............... 1,176,804 —
Granted ... . e e e s 55,000 36.61
Exercised . ..ot e (231,470) 18.96 3,536
Cancelied. ... ... ... i i (93,366) 20.94
Outstanding at December 31,2006, ................ 3,328,279 18.80 46,279 2,338,751

) The intrinsic value of a stock option is the amount by which the current market value of the underlying stock exceeds the

exercise price of the option.

Stock options are granted at the fair market value of one share of Common Stock on the date of grant.
Options granted to non-employee directors vest immediately and options granted to officers and other
employees vest ratably over four years. All outstanding options had a term of ten years at the date of grant.

The fair value of each option granted in 2006, 2005, and 2004 was estimated using the Black-Scholes
option pricing mode!. The following assumptions were used to compute the weighted average fair market

value of options granted during the periods presented:

2006 2005 2004
Expected life of options ......... ..ot 10 years 5 years 5 years
Risk free interestrates .........c.ovvveiivnennonns 4.64% -5.13% 3.64% -4.45% 2.98% -4.01%
Estimated volatility .............cooooiiiiinienn, 45% 28% 39%
Dividendyield........ ... ... i, 0.0% 0.0% 0.0%
Weighted average fair market value of options
granted during theyear. .. ..............covenes $ 2335 §$ 1277 § 11.64
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(7} STOCK-BASED COMPENSATION: (Continued)

The following table summarizes information about options outstanding at December 31, 2006:

Stock Options Gutstanding Stock Options Exercisable
Weighted Aggregate Aggregate
Average Weighted Intrinsic Weighted Intrinsic

Remaining Average Value Average Value
Range of Number of Contractual Exercise (In Number Exercise {In
Exercise Prices Options Life {Years) Price Thousands) Exercisable Price Thousands)
$8.41-1630..... 671,101 572 $14.80 $12,027 523,522 $14.64 $ 9422
16.44-16385 ..... 812,345 6.55 16.83 12,899 521,859 16.82 8,251
16.88-2002 . ..., 679,923 4.69 18.88 9,398 643,523 18.94 8,812
2019-2047..... 23,775 7.27 20.32 294 9,288 20.39 114
2060-3695..... 1,141,135 7.68 22.47 11,661 640,559 22.86 6,262
$8.41-3695..... 3,328,279 6.39 18.80 $46,27¢ 2,338,751 18.59 $32,861

Restricted Stock and Phantom Stock Units

The following table summarizes the restricted stock and phantom stock unit activity for the years
ended December 31, 2006, 2005, 2004. The grant date fair value of the restricted stock and phantom stock
units was determined by reference to the average of the high and low stock price of a share of Common
Stock as published by the New York Stock Exchange on the date of grant.

Restricted Stock Phantom Stock Units

Weighted Weighted
Average Average

Number of Grant Date Number of Grant Date

Shares Fair Value'V Shares Fair Value'"
Unvested at January 1,2004....................... — $ — — $ —
Awarded ....... ... ... .. 95,600 29.44 — —
Vested .o — — — —
Forfeited ....... ... .. i — — — —
Unvested at December 31,2005 ................... 95,600 29.44 — —
Awarded ... .. e 548,000 45.82 72,350 46.07
VESIE .« vttt et (600) 30.61 — —
Forfeited ...... ... ... ... . . . (9,0006) 30.61 — —
Unvested at December 31,2006 ................... 634,000 43.58 72,350 46.07
Awarded ....... .. .. 38,200 3924 13,900 36.24
VEStEd ..ottt (200) 46.07 — —
Forfeited ....... ... .. ... ... .. . ... .. {44,550) 4595 (8,300) 46.07
Unvested at December 31,2006 ................... 627,450 43.15 77,950 44,32

) These per-share fair values represent the actual grant date fair value and have not been adjusted to give effect to the Spin-off.
In connection with the Spin-off, holders of restricted stock awards reccived (0.8093 unrestricted shares of MERI for each share
of restricted stock. Accordingly. compensation cost of approximately $8.4 million was recorded in the first quarter of 2006 as a
partial settlement of the restricted stock award, or approximatety $13.00 per share. In addition, cash bonuses totaling
$1.2 million werc paid to Canadian employees in the first quarter of 2006 that held phantom stock units on that date
representing the per-share value of the MERI shares received by each holder of restricted stock.

The restricted stock and phantom stock units generally vest on the third anniversary of the date of the
award, but may vest earlier upon a qualifying disability, death, retirement, or a change in control of the
Company in accordance with the term of the underlying agreement. The phantom stock units can be
settled in cash, shares of Common Stock, or a combination of both. The phantom stock units have been
accounted for as a liability within the consolidated financial statements, The Company recorded
amortization of deferred stock-based compensation costs of $1.3 million and $.2 million during the years
ended December 31, 2005 and 2004, respectively, related to these equity awards.
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(7) STOCK-BASED COMPENSATION: (Continued)
Emplovee Stock Purchase Plan

The Company has a 1999 Employee Stock Purchase Plan (the “ESPP”), under which it is authorized
to issue up to 300,000 shares of Common Stock. Employees who are regularly scheduled to work more
than 20 hours per week and more than five months in any calendar year may participate in the ESPP.
Under the terms of the ESPP, employees may elect each quarter to have up to 15% of their annual base
earnings withheld to purchase shares of Common Stock, up to a limit of $25,000 of Common Stock per
calendar year. The ESPP currently provides for four offering periods during the year which coincide with
the calendar quarters. The purchase price of a share of Common Stock purchased under the ESPP is equal
to 85% of the lower of the beginning-of-quarter or end-of-quarter market price. ESPP participants are
restricted from selling the shares of Common Stock purchased under the ESPP for a period of six months
after purchase. As of December 31, 2006, the Company had 161,651 shares available for issuance under the
ESPP.

The fair value of each stock purchase right granted under the ESPP during 2006, 2005, and 2004 was
estimated using the Black-Scholes option pricing model. The following assumptions were used to compute
the weighted average fair market value of purchase rights granted during the periods presented:

2006 2005 2004
Expected option life. . ............... ..ol 3 months 3 months 3 months
Risk free interestrates ............ovievion... 4.16%-5.08%  2.32%-3.61% 093%-1.71%
Estimated volatility ................. ... .t 21% 26% 23%
Dividendyield. .......... ... ... ..o oo 0.0% 0.0% 0.0%
Weighted average fair market value of purchase

rightsgranted ... $9.38 $12.11 $7.91

Pro Forma Effects

Had compensation cost for the Company’s stock-based compensation plans been determined using
the fair value of the options at the grant date as prescribed by Statement of Financial Accounting
Standards No. 123, “Accounting for Stock-Based Compensation”, the Company’s pro forma net earnings
and earnings per common share would have been as follows:

Year Ended December 31,
2005 2004
(In Thousands, Except
Per Share Amounts)

Net earnings, asreported ... ..o $ 151,568 122,551
Add: Stock-based employee compensation included in reported net

earnings, netoftax ... ... 457 92
Deduct: Total stock-based employee compensation expense determined

under fair value based method for all awards, netoftax ............ (2,709) (3,155
Pro fOrma Net €armings . .. ..o vttt it e ane $149.316 119,488
Basic earnings per common share:

ASTEPOTIEd. . .ttt $ 247 2.15

Proforma .. .ot e e 2.43 2.10
Diluted earnings per common share:

ASTEPOTIed. ..ot e § 241 2.11

PrO O M o e e 237 2.06
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(8) EMPLOYEE BENEFITS:
Pension Plans and Postretirement Benefits

The Company has a qualified defined benefit pension plan that covers certain employees and former
employees in the United States (the “Forest Pension Plan™). The Company also has a non-qualified
unfunded supplementary retirement plan (the “Supplemental Executive Retirement Plan” or “SERP™)
that provides certain retired executives with defined retirement benefits in excess of qualified plan limits
imposed by federal tax law. The Forest Pension Plan and the SERP were curtailed and all benefit accruals
under both plans were suspended effective May 31, 1991. In addition, as a result of the Wiser Acquisition
in 2004, Forest assumed a noncontributory defined benefit pension plan (the “Wiser Pension Plan”). The
Wiser Pension Plan was curtailed and all benefit accruals were suspended effective December 11, 1998. In
October 2000, the Wiser Pension Plan was amended to provide additional benefits by implementing a cash
balance plan for the then current employees of Wiser. In December 2004, all benefit accruals under the
Wiser Pension Plan were suspended. The Forest Pension Plan, the Wiser Pension Plan, and the SERP are
hereinafter collectively referred to as the “Plans.”

In addition to the Plans described above, Forest also provides postretirement benefits to employees in
the U.S. and Canada, their beneficiaries, and covered dependents. These benefits, which consist primarily
of medical benefits payable on behalf of retirees in the U.S. and Canada, are referred to as
“Postretirement Benefits” throughout this Note. The postretirement benefits in both the U.S. and Canada
are closed to new participants.

Investments of the Plans

The weighted average asset allocations of the Forest Pension Plan and Wiser Pension Plan at
December 31, 2006 and 2005 are set for the in the following table:

Forest Wiser
Pension Plan Pension Plan
2006 2005 2006 2005
Fixed inCOME SECUTTHIES . . v\ v e e e e e e e e e e e e eeaen 33% 49¢;, 28% 18%
Equity securities....... ... i 64% 50% 67% 44%
Other .. _ 3% _ 1% 5% @ 38%

0% J00% 100%  100%

The overall investment goal for pension plan assets is to achieve an investment return that allows plan
assets to achieve the assumed actuarial interest rate and to exceed the rate of inflation. In order to manage
risk, in terms of volatility, the portfolios are designed to avoid a loss of 20% during any single vear and to
express no more volatility than experienced by the S&P 500 Stock Index.

The Plans’ assets are invested with a view toward the long term in order to fulfill the obligations
promised to participants as well as to control future levels of funding. The long-term goal for equity
securities expasure is 50% of plan assets at market value. The targeted maximum equity exposure is 60%.
There is no specified minimum equity exposure for any point in time. The long-term goal for fixed income
exposure is 50% of the plan assets at market value. The maximum allowable fixed income exposure is 70%.
There is no specified minimum fixed income exposure for any point in time. This asset allocation is
designed to achieve an appropriate balance between capital appreciation, preservation of capital, and
current income.

Expected Benefit Payments

In the future, it is anticipated that the Company will be required to provide benefit payments from the
Forest Pension Plan and the Wiser Pension Plan and fund benefit payments directly for the SERP and the
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other postretirement benefits plans in 2007 through 2011 and in the aggregate for the years 2012 through
2016 in the following amounts:

2012-
2007 2008 2009 2010 2011 2016
(In Thousands)
Forest Pension Plan'™ .. ... ... iiiiiien it $2,368 2384 2367 2336 2305 10,868
SERP ..o e 62 59 57 54 52 215
Wiser Pension Plant™. . ... ... ... i 821 806 803 805 798 4,005
Postretirement benefits (U.S.)......... ... ...t 582 572 572 594 615 2,896
Postretirement benefits (Canada)................. 45 48 51 55 58 336

M Benefit payments expected to be made to participants in the Forest Pension Plan and Wiser Pension Plan are expected to be
paid out of funds held in trusts established for each plan.

Forest anticipates that it will make contributions in 2007 totaling $1.1 million to the Plans and $.5
million for the Postretirement Benefit plans, net of retiree contributions as applicable.

The following tables set forth the estimated benefit obligations, the fair value of the asscts, and the
funded status of the Plans and the Postretirement Benefit plans at December 31, 2006 and 2005. Amounts
for the Forest Pension Plan, the SERP, and the Wiser Pension Plan are combined in the “Pension
Benefits” columns.

Postretirement
Pension Benefits Benefits
2006 2005 2006 2005
(In Thousands)

Benefit obligation at the beginning of theyear................. $42.804 40,921 10,297 11,144
oy 1o = = 1 AU — — 580 671
T et COSE. + v v st ettt e is e ie e e aneaiasnnsasnannennnn 2,192 2,325 453 493
Actuarial (gain) loss™ . ... . (1,257 2,875 (271) (1,439)
Effect of curtailment .. ... oot i — —  (2,092) —
Benefitspaid........oooiiiiiii i (3,183) (3,317) {584) (671)
Medicare reimbUurSEmMents .. v.vorinrreerenraneraionnseaans —_— — 7 —
Retiree CONtribDULIONS. . . ..ot iiira e innaa e anananans — —_ 68 78
Impact of foreign currency exchangerate ..................... — — (1) 21
Benefit obligation at theend of theyear ...................... $40,556 42,804 8,457 10,297

M The actuarial gain of $1.4 million in 2005 for the postretirement benefit includes approximately $.6 million associated with the
federal subsidy provided by the Medicare Prescription Drug, Improvement and Modernization Act of 2003.
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Fair Value of Plan Assets

Postretirement
Pension Benefits Benefits
2006 2005 2006 2005
(In Thousands)
Fair value of plan assets at beginning of the year............... $34,472  33,405) — —
Actual return on plan assets, .. ....... .ot 3,761 1,794 — —
Retiree contributions. . ............... ... . L — — 68 78
Medicare reimbursements ........... ... — — 7 —
Employer contribution ............ ... ... . .. . 2,565 2,590 509 593
Benefitspaid........... ... . .. (3,183) (3,317) (584) (671)
Fair value of plan assets at the end of the Year........ ..., $37,615 34472 — —
Funded Starus
Postretirement
Pension Benefits Benefits
2006 2003 3006 2005
(In Thousands)
Excess of benefit obligation over plan assets.................. $(2,941) (8,332) (8.457) (10,297)
Unrecognized actuarial loss (gain) .......................... 10,422 13,920 (271) 241
Net amountrecognized.................................... § 7481 5588 (8,728) (10,056)
Amounts recognized in the balance sheet consist of:
Accrued benefit liability . .............. ... ... ... ........ $(2,941) (8332) (8457) (10,056)
Accumulated other comprehensive income—net actuarial loss
(Bain) ... .. 10,422 13,920 (271) —
Netamount recognized.................................... $ 7481 5588 (8,728) (10,056)

The Company adopted the recognition provisions of SFAS No. 158, “Employers’ Accounting for
Defined Benefit Pension and Other Postretirement Plans, an amendment of FASB Statements No. 87, 106, and
132(R)” and initially applied them to the funded status of its defined benefit post retirement plans as of
December 31, 2006. The initial recognition of the funded status of its defined benefit post retirement plans
resulted in an increase in accumulated other comprehensive income in shareholders’ equity of $.1 million.
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The following table sets forth the projected and accumulated benefit obligations for the pension plans
compared to the fair value of the plan assets for the periods indicated.

December 31,
2006 2005
(In Thousands)
Projected benefit obligation. .. ...... ... ... ... L. $40,556 42,804
Accumulated benefit obligation ................ .. ... ... 40,556 42,804
Fairvalueof planassets.......... ... ..o iiiiiiiiiiiiiinnnns 37615 34472

Actuarial Assumptions and Annual Periodic Expense

The following tables set forth the components of the net periodic cost and the underlying weighted
average actuarial assumptions for the years ended December 31, 20006, 2005, and 2004:

Pension Benefits Postretirement Benefits
2006 2005 2004 2006 2005 2004
(In Thousands)
Service cost. . ......... § — — 81 580 671 645
Interestcost .......... 2,19 2,325 2,056 453 493 580
Curtailment gain™. . . . .. — — — (1,851) — —
Expected return on plan
assets ... .......... (2.430) (2,346) (1,343) — — —
Recognized actuarial loss. 899 753 692 — — 219
Amortization of prior
service cost. ... ... .. 10 -— -— — — —
Settlement loss . .. ... .. - — 20 — — —
Total net periodic expense
(benefit). .......... $ 671 732 1,006 (818) 1,164 1,444
Assumptions used to
determine net periodic
expense:
Discountrate ......... 5.32% 5.75% 6.00% 4.72% & 5.46% 5.75% & 6.00%  6.00% & 6.75%
Expected return on plan
assets ............. T% & 8% 7% & 8% 7% & 8% n/a n/a n/a
Assumptions used to
determine benefit
obligations:
Discount rate .. ....... 5.64% 532% 5.75% 3.98% & 5.75% 4.72% & 5.46%  5.75% & 6.00%

M Forest recognized a $1.9 million curtailment gain in connection with the Spin-off on March 2, 2006. This gain was recorded as a
reduction in general and administrative expense for the year ended December 31, 2006.

The discount rates used to determine benefit obligations were determined by adjusting the Moody's
Aa Corporate bond vield to reflect the difference between the duration of the future estimated cash flows
of the Plans and the other postretirement benefit obligations and the duration of the Moody’s Aa index.

The Company estimates that net periodic expense for the year ended December 31, 2007, will include
expense of $.6 million resulting from the amortization of its related accumulated actuarial loss included in
accumulated other comprehensive income at December 31, 2006.

For measurement purposes, the annual rate of increase in the per capita cost of covered health care
benefits for the U.S. Postretirement Benefits was held constant at 5.50% during 2006 and thereafter. The
annual rate of increase in the per capita cost of covered health care benefits for the Canadian
Postretirement Benefits was assumed to be 4% per year for the dental plan; 5% per year for Provincial
health care; and 10% in 2007, 9% in 2008, 8% in 2009, 7% in 2010, 6% in 2011, and 5% thereafter for the
medical plan.
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Assumed health care cost trend rates have a significant effect on the amounts reported for
postretirement benefits. A one-percentage-point change in assumed health care cost trend rates would
have the following effects for 2006:

Postretirement Benefits
1% Increase 1% Decrease

(In Thousands}
Effect on service and interest cost components. . ....... ... $ 308 (193)
Effect on postretirement benefit obligation . ........... ... $1,463 (1,141)

Employee Retirement Savings Plans

Forest sponsors a qualified tax-deferred savings plan (“Retirement Savings Plan™) for its employees in
the U.S. in accordance with the provisions of Section 401(k) of the Internal Revenue Code. Employees
may defer up to 80% of their compensation, subject to certain limitations. Effective January 1, 2004, the
Company matching percentage is 7% of eligible employee compensation. Expenses associated with the
Company’s contributions to the Retirement Savings Plan totaled $1.9 million in 2006, $2.2 million in 2005,
and $1.9 million in 2004. In each of these years, the Company matched employee contributions in cash.

Canadian Forest provides a savings plan (“Canadian Savings Plan”) that is available to all of its
employees. Employees may contribute up to 4% of their salary, subject to certain limitations, with
Canadian Forest matching the employee contribution in full. The expense associated with Canadian
Forest’s contributions to the plan was approximately $.2 million in each of 2006, 2005 and 2004, All
employees of Canadian Forest also participate in a defined contribution pension plan (the “Defined
Contribution Pension Plan”). The expense associated with the contributions made by Canadian Forest to
the Defined Contribution Pension Plan was $.2 million in 2006 and $.3 million in each of 2005 and 2004,

Due to the achievement of various corporate performance objectives in 2004, the Company
contributed approximately $2.0 million as an employer discretionary contribution to the Retirement
Savings Plan as well as an additional $.2 million to the Canadian Savings Plan. These discretionary
contributions were paid in March 2005. '

Deferred Compensation Plan

Forest has an Executive Deferred Compensation Plan (the “Executive Plan”) pursuant to which
certain officers may participate and defer a portion of their compensation after contributing the maximum
allowable amount to the Retirement Savings Pian. Prior to 2006, the Company recorded a liability for
matching contributions and accrued interest on each participant’s account balance at the rate of 1% per
month. Effective January 1, 2006 the interest rate was changed to .5% per month. The expense associated
with the Company’s matching contributions to the Executive Plan and interest was $.3 million in 2006, and
$.4 million in both 2005 and 2004. Beginning on January 1, 2007, the Executive Plan was amended and
under the modified structure, participants may designate how deferred amounts are deemed to be
invested. There are several investment options available to the participants. As a result, the fair value of
the liability recorded with respect to the deferred amounts will fluctuate due to gains and losses associated
with investment options setected by the participants. The fair value of amounts deferred (including accrued
interest) under the Executive Plan was approximately $2.4 million and $1.9 million at December 31, 2006
and 2005, respectively.




(9) DERIVATIVE INSTRUMENTS:

Forest periodically enters into derivative instruments such as swap, basis swap, and collar agreements
in order to provide a measure of stability to Forest’s cash flows in an environment of volatile oil and gas
prices and to manage the exposure to commodity price risk. Forest’s commodity derivative instruments
generally serve as effective economic hedges of commodity price exposure; however, various circumstances
can cause commodity hedges to not qualify for cash flow hedge accounting either at the inception of the
hedge or during the term of the hedge. When the criteria for cash flow hedge accounting are not met or
when cash flow hedging is not elected, realized gains and losses (i.e., cash settlements) are recorded in
other income and expense in the Consolidated Statements of Operations. Similarly, changes in the fair
value of the derivative instruments are recorded as unrealized gains or losses in the Consolidated
Statements of Operations. In contrast, cash settlements for derivative instruments that qualify for hedge
accounting are recorded as additions to or reductions of oil and gas revenues while changes in fair value of
cash flow hedges are recognized, to the extent the hedge is effective, in other comprehensive income until
the hedged item is recognized in earnings.

As a result of production deferrals experienced in the Guif of Mexico related to hurricanes Katrina
and Rita, Forest was required to discontinue cash flow hedge accounting on some of its natural gas and oil
hedges during the third and fourth quarters of 2005. Additionally, as a result of the Spin-off on March 2,
2006, additional commodity swaps and collars formerly designated as cash flow hedges of offshore Gulf of
Mexico production also no longer qualified for hedge accounting. Because a significant portion of the
Company’s derivatives no longer qualified for hedge accounting and to increase clarity in its financial
statements, the Company elected to discontinue hedge accounting prospectively for all of its remaining
commodity derivatives beginning in March 2006. This change in reporting has not impacted the Company’s
reported cash flows, although the results of operations have been affected by mark-to-market gains and
losses, which fluctuate with volatile oil and gas prices. Subsequent to March 2006, the Company has
recognized all mark-to-market gains and losses in earnings, rather than deferring such amounts in
accumulated other comprehensive income included in shareholders’ equity.

The tables below set forth, as of December 31, 2006, the quantity of oil and gas hedged under
commodity swaps and collars.

Swaps
Natural Gas (NYMEX HH) Qil (NYMEX WTI)
Weighted Average Weighted Average
Bbiu Hedged Price Barrels Hedged Price
Per Day per MMBiu Per Day" per Bbl
Fiscal 2007 . ...t 20.0 $8.10 7,000 $70.03
Fiscal 2008, . ..ottt i iee v eiia e anns — — 6,500 69.72
Fiscal 2009. . . ..o eas — — 5,500 69.76
FiSCal 2000 + o v v e e e e et e e — — 2,000 73.15

M Subsequent to December 31, 2006, Forest unwound two oil swap agreements covering 1,000 Bbl per day in 2009 and 500 Bb}
per day 2010 for total proceeds of $6.9 million,

Costless Collars
Natural Gas (NYMEX HH) 0Oil (NYMEX WTI}
Weighted Average Weighted Average
Hedged Floor and Hedged Floor and
Bbtu Ceiling Price Barrels Cetling Price
Per Day per MMBitu Per Day per Bbl
Fiscal 2007 . oot e 35.0 $8.76/11.70 4,000 $65.81/87.18
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(9) DERIVATIVE INSTRUMENTS: (Continued)

Forest also uses basis swaps in connection with natural gas swaps in order to fix the price differential
between the NYMEX Henry Hub price and the index price at which the physical gas is sold. At
December 31, 2006, there were basis swaps in place covering 35.0 Bbtu per day in 2007.

As of December 31, 2006, the net fair values of the Company’s derivative instruments was $66.1
million, which is presented on the Consolidated Balance Sheet as a derivative asset of $68.2 million (of
which $53.2 million was classified as current) and a derivative liability of $2.1 million (of which $1.3 million
was classified as current). Forest is exposed to risks associated with swap and collar agreements arising
from movements in the prices of oil and natural gas and from the unlikely event of non-performance by the
counterparties to the swap and collar agreements.

The table below summarizes the realized and unrealized losses Forest incurred related to its hedging
activities for the periods indicated.

Year Ended December 31,

2006 2005 2004
{In Thousands)

Realized losses on derivatives designated as cash flow hedges™. . ... .. $ 43813 186,442 117,129
Realized losses (gains) on derivatives not designated as cash flow

hedges' . .. o 23,864 35,390 (336)
Ineffectiveness recognized on derivatives designated as cash flow

hedges™ . . ... (5,573) 5,747 (156)
Unrealized (gains) losses on derivatives not designated as cash flow

hedges™ ... _(78,056) 15.626 1.244
Total realized and unrealized (gains) losses recorded................. $(15,952) 243205 117,881

" Included in oil and gas sales in the Consolidated Statements of Operations.
@ Incleded in other income and expense in the Consolidated Statements of Operations.

[n January and February 2007, we entered into four additional swap agreements and one additional
collar agreement to hedge a portion of expected future production attributable to the pending acquisition
of Houston Exploration as summarized in the table below.

Natural Gas (NYMEX HH)

Swaps Collars
Weighted Average
Weighted Average Hedged Floor and
Bbtu Hedged Price per Bbtu Ceiling Price per
per Day MMBRtu per Day MMBtu
April 2007 - December 2007 ................... 40.0 $7.77 — —
Fiscal2008. ........ ... . — - 10.0 $7.75/9.57

(10) RELATED PARTY TRANSACTIONS:

Beginning in 1995, the Company consummated certain transactions with The Anschutz Corporation
(“Anschutz”) pursuant to which Anschutz acquired a significant ownership position in the Company. As of
December 31, 2006, Anschutz owned approximately 12.6% of Forest’s outstanding common stock. Based
on reports filed with the SEC, as of January 31, 2007, Anschutz has entered into forward sales contracts
covering 7.1 million shares of Common Stock, or approximately 11.3% of Forest’s outstanding common
stock, that will settle in 2009 and 2010, and Anschutz retains voting rights for these shares through the
settlement dates.




(10) RELATED PARTY TRANSACTIONS: (Continued)

In 1998, Forest purchased certain oil and gas assets from Anschutz, including two concessions in
South Africa. Over the years, the parties have entered into agreements concerning the development of
these concession blocks. In March 2003, Forest entered into a Participation Agreement regarding the
development of offshore South Africa acreage, including the Ibhubesi Gas Field, with The Petroleum Oil
and Gas Corporation of South Africa (Pty) Limited (“PetroSA”) and Anschutz Overseas South Africa
(Pty) Limited (“Anschutz Overseas”). As of February 27,2007, the parties’ interests in the concessions
were as follows: Forest 53.2%, Anschutz Overseas 22.8%, and PetroSA 24.0%. Forest is the operator of
these concession blocks and is reimbursed by the partners for exploration expenditures and general,
technical and administrative overhead.

(11) COMMITMENTS AND CONTINGENCIES:

Future rental payments for office facilities, office equipment, and well equipment under the remaining
terms of non-cancelable operating leases are $3.6 million, $3.3 million, $3.3 million, $3.1 million, and
$3.1 million for the years ending December 31, 2007 through 2011, respectively. Future rental payments
under the remaining terms of non-cancelable operating leases for fiscal periods beyond 2011 total $12.4
million. During the years ended December 31, 2006 and 2005, the Company received approximately
$.6 million and $5.0 million, respectively, in corporate office lease concessions and incentives. These
incentives were deferred and will be amortized as reductions in office lease expense over the term of the
lease through 2016, Amortization of Jease concessions and incentives was $.5 million in 2006 and $.1
million in 2005. Remaining terms for unconditional purchase obligations consisting of firm commitments
for drilling, gathering, processing and pipeline capacity are $46.1 million, $19.5 million, $10.3 million, $5.2
million and $4.6 million for the years ending December 31, 2007 through 2011, respectively.

Net rental payments applicable to exploration and development activities and capitalized to oil and
gas properties were $9.4 million in 2006, $7.0 million in 2005, and $5.6 million in 2004. Net rental payments
under non-cancelable operating leases charged to expense amounted to $4.1 million in 2006, $4.6 million in
2005, and $3.7 million in 2004. There are no leases that are accounted for as capital leases.

Forest, in the ordinary course of business, is a party to various lawsuits, claims, and proceedings.
While we believe that the amount of any potential loss upon resolution of these matters would not be
material to our consolidated financial position, the ultimate outcome of these matters is inherently difficult
to predict with any certainty. In the event of an unfavorable outcome, the potential loss could have an
adverse effect on Forest’s results of operations and cash flow in the reporting periods in which any such
actions are resolved. Forest is also involved in a number of governmental proceedings in the ordinary
course of business, including environmental matters.

Houston Exploration and Forest are currently subject to an ongoing shareholder lawsuit, which could
result in an injunction preventing the consummation of the merger discussed in Note 2 or significant
monetary damages. Houston Exploration’s directors and Forest are defendants in a sharcholder lawsuit
brought by the City of Monroe Employees’ Retirement System (the “Plaintiff”) in Houston, Texas. The
Plaintiff asserts that the Houston Exploration directors breached their fiduciary duties by not pursuing a
June 12, 2006 unsolicited proposal to purchase the outstanding shares of Houston Exploration common
stock for $62 per share that was made by a Houston Exploration shareholder. The Plaintiff also asserts, on
behalf of an uncertified class of Houston Exploration’s shareholders, that the Houston Exploration
directors’ decision to enter into the merger agreement with Forest constituted a breach of fiduciary duties
because, the Plaintiff alleges, the merger consideration being offered by Forest is inadequate. The Plaintiff
asserts that Forest aided and abetted the Houston Exploration directors’ alleged breach of fiduciary duties.
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(11) COMMITMENTS AND CONTINGENCIES: (Continued)

At the time of the filing of these consolidated financial statements, this lawsuit is at an early stage and
subject to substantial uncertainties concerning the outcome of material factual and legal issues.
Accordingly, based on the current status of the litigation, we cannot currently predict the manner and
timing of the resolution of the lawsuit, the likelihood of the issuance of an injunction preventing the
consummation of the merger or an estimate of a range of possible losses or any minimum loss that could
result in the event of an adverse verdict in the lawsuit. Furthermore, although the combined company’s
insurance policies following the merger should provide coverage for the claims against Houston
Exploration’s directors, the policies may not be sufficient to cover all costs and liabilities incurred by those
directors. The current claim in the lawsuit against Forest is not covered by insurance.

Long-Term Sales Contracts

A portion of Canadian Forest’s natural gas production is sold in a joint venture with other producers
(the “Canadian Netback Pool”). The Canadian Netback Pool’s resale markets are comprised of market
based and fixed price contracts. Canadian Forest’s contractual obligation to deliver natural gas production
volumes to these contracts extends through 2011. Canadian Forest’s average daily production sold through
the Canadian Netback Pool represented approximately 7% of Forest’s total average daily production in
2006. Canadian Forest supplied 55% of the Canadian Netback Pool sales quantity in 2006, and it is
estimated that Canadian Forest will supply 79% of the Canadian Netback Pool quantity in the 2007
contract year. We expect that Canadian Forest’s pro rata obligations as a gas producer will increase in 2008
and future years. In 2006, the weighted average price paid under the resale contracts was approximately
55% of market value based on the average closing AECO prices during 2006. To the extent the Canadian
Netback Pool’s supply is insufficient to meet the delivery obligations under the resale contracts, as is
currently the case, the Canadian Netback Pool must make up the shortfall by purchasing spot market gas at
prices that currently exceed the prices paid under the resale contracts.

(12) OTHER (INCOME) EXPENSE:

The components of other (income) expense, net for the years ended December 31, 2006, 2005, and 2004
were as follows:

Year Ended December 31,

2006 2005 2004
(In Thousands)
Realized foreign currency exchange gain. ............................... $ (315) —  (4,728)
Franchise taxes . . ... ..ot i e 1410 1963 1,219
Share of (income) loss of equity method investee ........................ (2,334) 562 (1,726)
Other, Met .o e 1,135 3,722 3,056
Total other (income) expense, net .......ooviriiie it iaie e, $ (104) 6,247 (2,179)
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(13) SELECTED QUARTERLY FINANCIAL DATA (unaudited):

First Second Third Fourth
Quarter (Quarter Quarter Quarter

(In Thousands, Except Per Share Amounts)

2006(”

REVEIUE. « v v v o et et e e e s e e tiimae e aaa e anns $221,446 211,853 202,839 183,854
Earnings from Operations . ... .o.ve v vuiiire oo $ 57,086 81,982 79,129 54,635
Net camings from continuing Operations. .. ..........coooeovivanne $ 1,249 57,048 76,934 30,849
NEECAMMUNES .o v vvv o en e e e s i $ 3,671 57,048 76,934 30,849
Basic earnings per share from continuing operations . ............... $ .02 .92 1.24 49
Basic earnings PErShart . .. ..o veceunan e oman i a e .06 92 1.24 49
Diluted earnings per share from continuing operations .............. 02 90 1.21 48
Diluted earningspershare .. ... ..o 06 90 1.21 48
2005[”

2 L PP R R R R $260,291 271,055 268,236 272,463
Earnings from Operations . .. .. ..ovveati i $ 83,129 97,480 91,919 96,811
Net carnings from continuing operations. . .........oooevvreannn $ 38871 52,201 3,265 57,231
NELEATIHNES <« vvvavvnmae e r et aass e s $ 38,871 52,201 3265 57,231
Basic earnings per share from continuing operations . ............... ] 65 85 05 92
Basic carnings pershare . ... .....oevveriiit i 05 85 05 92
Diluted earnings per share from continuing operations .............. 63 83 05 .50
Diluted earnings pershare . ......vee vt .63 .83 03 90

(0 Since the third quarter of 2005, net carnings from continuing operations has been subject to large fluctuations due 1o the
discontinuance of cash flow hedge accounting as discussed in Note 9.

(14) GEOGRAPHICAL SEGMENTS:

Segment information has been prepared in accordance with Statement of Financial Accounting
Standards No. 131, “Disclosures About Segments of an Enterprise and Related Information”. At
December 31, 2006, Forest conducted operations in one industry segment, that being the oil and gas
exploration and production industry, and had three reportable geographical business segments: United
States, Canada and International. On March 1, 2004, the assets and business operations of the Company’s
gas marketing subsidiary, ProMark, were sold to Cinergy, as discussed in Note 2. Accordingly, ProMark’s
results of operations have been reported as discontinued operations. The Company’s remaining marketing
and processing activities are not significant and therefore are not reported as a separate segment and are
included as a reconciling item in the information below.

The segments were determined based upon the geographical location of operations in each business
segment. The segment data presented below was prepared on the same basis as the consolidated financial
statements. Effective in the first quarter of 2006, Forest ceased allocating general and administrative
expenses to the business segments to correspond with its decision to monitor and evaluate general and
administrative expenses at the corporate level. Effective in the third quarter of 2006, Forest decreased the
number of reportable segments from five to three to correspond to the same number of cost centers under
the full cost accounting rules. Segment information previously reported has been modified to conform to
the current presentation.
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(14) GEOGRAPHICAL SEGMENTS: (Continued)

Qil and Gas Operations
Year Ended December 31, 2006

United States Canada International Ctr)rl:ll;zlny
(In Thousands)
Revenue. ... ... i et $636,897 177,572 — 814,469
Expenses:
Lease operating €Xpenses.................o..uu.. 126,647 28,227 -— 154,874
Production and property taxes. . .................. 36,060 2,981 - 39,041
Transportation and processing costs............... 11,941 9,935 — 21,876
Depletion. ...........ooo i 188,073 75,366 — 263,439
Accretion of asset retirement obligations ..., ...... 6,046 1,004 46 7,006
Impairmentandother........................... — — 3,668 3,668
Earnings (loss) from operations .................... $268,130 60,059 (3,714) 324,475
Capital expenditures™. ........ ... . $782,945 150,955 6,984 940,884
Goodwill ....,.... e e et $ 71,377 14,869 — 86,246

' Does not include estimated discounted asset retirement obligations of $2.4 million related to assets placed in service during the
year ended December 31, 2006.

Information for reportable segments relates to the Company’s 2006 consolidated totals as follows:

(In Thousands)
Earnings from operations for reportable segments .. ................................ $324,475
Marketing, processing, and other ........... ... ..ot 5,523
General and administrative expense (including stock-based compensation)............. (48,308)
INEETESt CRPEISE v ottt ettt e e e e e e (71,787)
Administrative asset depreciation............... ... ... (3,442)
Spin-off and merger Costs. ... (5,416)
Realized losses on derivative inSITUMEnts, MEt .. .. ..ottt e e e e, (23,864)
Unrealized gains on derivative instruments, net. ... ........ e 83,629
Unrealized foreign currency exchange 10SS ... .....ov oo e, (3.931)
Other income, Net ... ..o e e 104
Earnings before income taxes and discontinued OPErations. . .. ...vvvuienernnnrannn... $256,983

Qil and Gas Operations
Year Ended December 31, 2005

Total
United States Canada international Company
{Im Thousands)

Revenue. ... ... ...coiiiiiiiiiiiinennn, $885,616 176,901 — 1,062,517
Expenses:

Lease operating cXxpenses. . ........c.ooveunen, ... 180,867 18,894 — 199,761

Production and property taxes. .................. 39,819 2,796 —_ 42,615

Transportation and processing costs. . ............ 13,805 5,694 _— 19,499

Depletion................. i 301,536 63,335 - 364,871

Accretion of asset retirement obligations ......... 16,323 962 32 17,317
Impairment andother............................ 8,208 — 2,924 11,132
Earnings (loss) from operations ................... $325,058 85,220 (2,956) 407,322
Capital expenditures™™. .......... ... .. ... ..., $718,641 115,019 3,688 837348
Goodwill ......... ... $ 71,377 15,695 — 87,072

" Does not include estimated discounted asset retirement obligations of $16.3 million related to assets placed in service during
the year ended December 31, 2005,
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(14) GEOGRAPHICAL SEGMENTS: (Continued)

Information for reportable segments relates to the Company’s 2005 consolidated totals as follows:

(In Thousands)
Earnings from operations for reportable segments .. ...t $407,322
Marketing, processing, and other ........ ... . i 9,528
General and administrative expense (including stock-based compensation)............. {43,703)
INEEIESE EXPEIISE .« . oot v v et e e et e e ta b e e ae e et s e s e esas st {61,403)
Administrative asset depreciation. ... .. .. i i e (3,808)
Realized losses on derivative instruments, NEt .. ... ittt inniiirrieareranns (35,390)
Unrealized losses on derivative instruments, net . ........... oo eiiiii oo e (21,373)
Other EXPeNSe, MEL. . ...ttt et ettt et s et i b (6,247)
Earnings before income taxes and discontinued operations. . ............... ... o.t $244,926

0il and Gas Operations
Year Ended December 31, 2004

Total
United States Canada International  Company
(In Thousands)

REVEIIUE . .« v v vttt e e e e e et i e e aaaeaeaeaanes $799,5%0 110,190 — 909,780
Expenses:

Lease operating eXpenses. . .....o.ovvvvenneannenon. 171,299 17,862 — 189,161

Production and property taxes.................... 31,098 1,143 — 32,241

Transportation and processing costs. . ............. 13,635 3,157 — 16,792

Depletion. .......oovuviii i 304,574 45,737 — 350,311

Accretion of asset retirement obligations .......... 16,485 766 — 17,251

Impairment andother......... ...t 7,040 1,764 4,125 12,929

Earnings (loss) from operations ............ ... ... $255,459 39,761 (4,125) 291,095

Capital expenditurest™. . ... ... ... i $536,172 158,310 5,755 700,237

Goodwill ......... e $ 54,384 14,176 — 68,560

) Does not include estimated discounted asset retirement obligations of $14.1 million related to assets placed in service during
the year ended December 31, 2004.

Information for reportable segments relates to the Company’s 2004 consolidated totals as follows:

{In Thousands)
Earnings from operations for reportable segments .. .......... ..ol $291,095
Marketing, processing, and other ......... ... .o oo 3,118
General and administrative expense (including stock-based compensation). ............ (32,145)
TNEETEST EXPEIISE . . o vt ve vt e e e e et ettt e et et (57,844)
Administrative asset depreciation. ... ... i e e (3,781)
Realized gains on derivative InStruments, Net. ........ ..ot i, 336
Unrealized losses on derivative inStruments, Net .. ... v et e et rncrnrneannnn- (1,088)
Other INCOMIE, MEL .ottt t ittt ettt ettt e et et aaa i aaannannen 2,179
Earnings before income taxes and discontinued operations. .................. ...l $201,870
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(15) SUPPLEMENTAL FINANCIAL DATA—OIL AND GAS PRODUCING ACTIVITIES (unaudited):

The following information is presented in accordance with Statement of Financial Accounting
Standards No. 69, “Disclosure about Qil and Gas Producing Activities” (“SFAS No. 69).

(A) Costs Incurred in Oil and Gas Exploration and Development Activities. The following costs were

incurred in oil and gas acquisition, exploration, and development activities during the years ended

December 31, 2006, 2005, and 2004:

United
States Canada International Total
(In Thousands)

2006
Property acquisition costs:

Proved properties. ........................ ... .. $262,534 — — 262,534

Unproved properties............................. .. 53,788 — — 53,788
Explorationcosts .................... ... .. ... .. . 155,824 99,657 6,984 262,465
Developmentcosts. .. ......................... ... .. 312,104 52,348 — 364,452
Total costs incurred™® .. ... $784,250 152,005 6,984 943,239
2005
Property acquisition costs:

Proved properties. ......................... ... .. .. $236,629 3,018 — 239,647

Unproved properties. .............................. 69,288 4,580 — 73,868
Explorationcosts ................ ... ... ... ... ... .. 179,006 77,448 3,688 260,142
Development costs. . ..............oo e 248,029 31,996 — 280,025
Total costs incurred™™ . ... . ... ... $732,952 117,042 3.688 853,682
2004
Property acquisition costs:

Proved properties. .............. ... .. ... ... .. . $278,499 100,031 — 378,530

Unproved properties............................... 43,171 14,281 — 57,452
Explorationcosts ............ ... ... .. 69,325 19,542 5,755 94,622
Development costs. .. ........ooooveo 157,242 26,456 — 183,698
Total costs incurred'™ ... ......... ... ... ... ... ... .. $548,237 160,310 5,755 714,302

W Includes amounts relating to estimated assct retirement obligations of $2.4 million, $16.3 million, and $14.1 million for assets

placed in service in the years ended December 31, 2006, 2005, and 2004, respectively.

@ Includes $37.2 million of capital expenditures related to offshore Gulf of Mexico operations from January 1, 2006 through the
date of the Spin-off on March 2, 2006. Casts incurred related to offshore Gulf of Mexico operations for 2006 consist of §.7

miilion for property acquisitions, $24.0 million for exploration, and $12.5 million for development.

(B) Aggregate Capitalized Costs. The aggregate capitalized costs relating to oil and gas activities at

the end of each of the years indicated were as follows:

2006 2005 2004
(In Thousands)
Costs related to proved properties ............. ... ... .. ..., $ 4,751,171 5,957,805 5,201,562
Costs related to unproved properties........................ 261,259 275,684 209,604
5,012,430 6,233,489 5,411,166
Less accumulated depletion.................... ... ... .. .. .. (2,265,018) (3,059,031) (2,701,402)
§ 2,747,412 3,174,458 2,709,764
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(15) SUPPLEMENTAL FINANCIAL DATA—OIL AND GAS PRODUCING ACTIVITIES (unaudited):

{Continued)

(C) Results of Operations from Producing Activities. Results of operations from producing activities
for the years ended December 31, 2006, 2005, and 2004 are presented below.

2006
Oiland gassales. ... ... .ot iii it
Expenses:
Production expense . ...... ...t
Depletion eXpense . .. ...
Accretion of asset retirement obligations .................. ...
INCOmME taX EXPENSE . . ..ottt iiie it
Total @XPenSes .. e e
Results of operations from producing activities . ....................
DepletionrateperMcfe ...

2005
Oiland gassales. ... ... i i i e
Expenses:
Production eXpense . ... it e
Depletion Xpense . ... v it i
Impairmentand other...........c.oiiiiiiiii e
Accretion of asset retirement obligations ............ ... ..l
Income tax EXPENSe . . ... vttt i e i
Total eXPENSeS ... ... . e
Results of operations from producing activities . .. ..................
DepletionrateperMcefe ... i
2004
Oilandgassales............. it
Expenses:
Production eXpense . ...t
Depletion eXpense . ... ...t iii i
Impairment andother. ... .. .. ... oo
Accretion of retirement obligations ............ ... i
Income taXx eXPense .. ...t i it
Total exXpenses .. ... .ot e
Results of operations from producing activities . ....................

DepletionrateperMcefe.......... ... it
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United

States Canada Total
(In Thousands)

$636,897 177,572 314,469
174,648 41,143 215,791
188,073 75,366 263,439
6,046 1,004 7,050
103,498 17,970 121,468
472,265 135,483 607,748
$164,632 42,089 206,721
2.09 242 2.17
$885,616 176,901 1,062,517
234,491 27,384 261,875
301,536 63,335 364,871
8,208 — 8,208
16,323 962 17,285
123,522 28,463 151,985
684,080 120,144 804,224
$201,536 56,757 258,293
217 2.40 2.21
$799,590 110,190 909,780
216,032 22,162 238,194
304,574 45,737 350,311
2,233 — 2,233
16,485 766 17,251
98,901 13,952 112,853
638,225 82,617 720,842
$161,365 27,573 188,938
2.05 1.93 2.03




(15) SUPPLEMENTAL FINANCIAL DATA—OIL AND GAS PRODUCING ACTIVITIES (unaudited):
{Continued)

(D) Estimated Proved Oil and Gas Reserves, The Company’s estimate of its net proved and proved
developed oil and gas reserves and changes for 2006, 2005, and 2004 follows. Proved oil and gas reserves
are the estimated quantities of crude oil, natural gas, and natural gas liquids that geological and
engineering data demonstrate with reasonable certainty to be recoverable in future years from known
reservoirs under existing cconomic and operating conditions, that is, prices and costs as of the date the
estimate is made.

Prices include consideration of changes in existing prices provided only by contractual arrangement,
but not on escalations based on future conditions. Prices do not include the effects of commodity hedges.
Purchases of reserves in place represent volumes recorded on the closing dates of the acquisitions for
financial accounting purposes.

Proved developed oil and gas reserves are reserves that can be expected to be recovered through
existing wells with existing equipment and operating methods. Additional oil and gas expected to be
obtained through the application of fluid injection or other improved recovery techniques for
supplementing the natural forces and mechanisms of primary recovery are included as “proved developed
reserves” only after testing by a pilot project or after the operation of an installed program has confirmed
through production response that increased recovery will be achieved.

Proved undeveloped oil and gas reserves are reserves that are expected to be recovered from new
wells on undrilled acreage, or from existing wells where a relatively major expenditure is required for
recompletion.

Liquids Gas
(MBbis) (MMch)
United United Total
States Canada Total States Canada Total MMcle

Balancc at January 1,2004 .,........ 74,072 7,252 81,324 690.182 117,886 808,068 1,296,012
Revisions of previous estimates ... ... 3,664 (359 3305 (20,125)  (6,586) (26,711) (6,881)
Extensions and discoveries .......... 1,098 213 1,311 33,212 11,582 44,794 52,660
Production........................ (9,550 (1,287) (10,837) (91,420 ( 15,946) (107,366) (172,388)
Sales of reservesinplace ............ (4.203) (4,003) (8.206) (13,160) (22,193) (35,353) (84,589)
Purchases of reserves inplace. .. .. ... 17,982 3,634 21916 84,889 32,804 117,693 249,189
Balance at December 31, 2004 .. ... .. 83,063 5,750 88,813 683,578 117,547 801,125 1,334,003
Revisions of previous estimates . ... .. 10,225 (551) 9,674 11,720 1,299 13,019 71,063
Extensions and discoveries .. ... ... .. 3,388 1,002 4,390 50,276 38,651 88,927 115,267
Production........................ (9.316) (1,252) (10,568) (82,912) (18,921) (101,833} (165,241)
Sales of reservesinplace . ........... (1,272} — (1,272  (7,390) — (7.390)  (15,022)
Purchases of reservesin place. . ... ... 5,990 43 6,033 87,902 2,931 90,835 127,033
Balance at December 31,2005 .. ... .. 92,078 4,992 97070 743,174 141,509 884,683 1,467,103
Revisions of previous estimates .. .. .. 26,286 735 27,021 (83.435) 28,451 (54,984) 107,142
Extensions and discoveries .......... 4,850 1,107 5957 102,173 52,333 154,506 190,248
Production. ..................... .. (6,887) (1,139) (8,026) (48,674) (24,350) (73.024) {121,180)
Sales of reserves in place'™ .. ........ (13,047) —  (13,047) (248,028) —  (248,028) (326,310)
Purchases of reserves in place. . ... ... 3,889 — 3,889 114,886 — 114,886 138,220
Balance at December 31,2006 ....... 107,169 5.695 112864 580096 197,943 778,039 1,455,223
Proved developed rescrves at:

December 31,2004, .. .............. 61,494 5,551 67.045 532,810 94320 627,130 1,029,400
December 31,2005, ................ 66,818 4,779 71,597 524,424 114932 639356 1,068,938
December 31,2006, ................ 73,239 5,041 78,280 407,965 158,174 566,139 1,035819

" Includes 313 Befe related to the Spin-off on March 2, 2006, as discussed in Note 2.




(15) SUPPLEMENTAL FINANCIAL DATA—OIL AND GAS PRODUCING ACTIVITIES (unaudited):
(Continued)

(E) Standardized Measure of Discounted Future Net Cash Flows. Future oil and gas sales and
production and development costs have been estimated using prices and costs in effect at the end of the
years indicated, except in those instances where the sale of oil and natural gas is covered by contracts.
Where the sale is covered by contracts, the applicable contract prices, including fixed and determinable
escalations, were used for the duration of the contract. Thereafter, the current spot price was used. All
cash flow amounts, including income taxes, are discounted at 10%.

Future income tax expenses are estimated using an estimated combined federal and state income tax
rate of 37.5% in the U.S. and an average combined federal and provincial rate of 29.25% in Canada.
Estimates for future general and administrative and interest expense have not been considered.

Changes in the demand for oil and natural gas, inflation, and other factors make such estimates
inherently imprecise and subject to substantial revision. This table should not be construed to be an
estimate of the current market value of the Company’s proved reserves. Management does not rely upon
the information that follows in making investment decisions.

December 31, 2006

United States Canada Totn!
{In Thousands)
Future oil and gassales. . .......ooooieiiiaiinniaies $ 8,600,619 1276442 9,877,061
Future production COSIS . ... ...uerninrnrisaerneacianens (2,349,072)  (287,054) (2,636,126)
Future develOpmENt COStS. .. .o vvvrernienirierar et (681,060)  (87,555)  (768,615)
FULUTE INCOME LAXES. « o v v v v venmnrasaanermains s aaeens (1,317,621) (214,804) (1,532,425)
Future net cash flowS. .o oo ve e i 4,252,866 687,029 4,939,895
10% annual discount for estimated timing of cash flows......... (2,109,005)  (236,526) (2,345,531)
Standardized measure of discounted future net cash flows ...... $ 2,143,861 450,503 2,594,364
December 31, 2005
United States Conada Total
(In Thousands)
Future oil and gassales. ... .. ..o iinns $11,247,050 1,322,259 12,569,309
Future production COSS ... .vvovneeninvunr e (2,359,620)  (232,520) (2,592,140)
Future development COStS. . ... viiuienin it (803,078)  (56,662)  (85%,740)
Futiire iNCOME LAXES. . . oo v vt v e iannnoracmsrannrecssses (2,514,541) (256,888) (2,771.429)
Future netcash flows. . ... o oorii i 5,569,811 776,189 6,346,000
10% annual discount for estimated timing of cash flows. ....... (2,230,609) (262,766) (2,493,375)
Standardized measure of discounted future net cash flows ... $ 3,339,202 513,423 3,852,625
December 31, 2004
Uniled States Canada Total
(In Thousands)
Future oil and gassales. ... .....coioiiiininan s $ 7,284594 755,171 8,039,765
Future production COSES .. ... cueenvenomeareae einnees (1,817,089) (165,915) (1,983,004)
Future development COSES. ... vuvunen o mniininraannar s (663,272)  (38,956)  (702,228)
FULULE INCOME TAKES. « o v v vvnevnnnnrarcee o ansar s (1,330,800) (107,868) (1.438,668)
Future net cash flows. . ... coiv oo 3,473,433 442 432 3,915,865
10% annual discount for estimated timing of cash flows......... (1,247,157)  (153,151) (1,400,308)
Standardized measure of discounted future net cash flows ...... $ 2,226,276 289,281 2,515,557
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(15) SUPPLEMENTAL FINANCIAL DATA—OIL AND GAS PRODUCING ACTIVITIES (unaudited):
{Continued)

(F) Changes in the Standardized Measure of Discounted Future Net Cash Flows Relating to Proved
0il and Gas Reserves. An analysis of the changes in the standardized measure of discounted future net
cash flows during each of the last three years is as follows:

December 31, 2006
United
States Canada Total
(In Thousands)

Standardized measure of discounted future net cash flows relating

to proved oil and gas reserves, at beginning of year........... $ 3,339,202 513,423 3,852,625
Changes resulting from:
Sales of oil and gas, net of productioncosts ................... (507,337) (136,429)  (643,766)
Net changes in prices and future production costs. ............. (1,699,819) (287,119) (1,986,938)
Net changes in future developmentcosts. . .................... (151,433) (9.971)  (161,404)
Extensions, discoveries, and improved recovery. ............... 286,598 136,881 423,479
Development costs incurred during the period. ................ 311,883 51,729 363,612
Revisions of previous quantity estimates...................... 304,238 34,013 388,251
Salesof reservesinplace™ ... ... ... ... il (1,380,077) —  (1,380,077)
Purchases of reservesinplace ......... .. ... i L, 371,265 — 371,265
Accretion of discount on reserves at beginning of year before

141801 1 7 G P 468,429 67,036 535,465
Net change in income taxes ... ... v in i iviinin i van, 800,912 30,940 831,852
Standardized measure of discounted future net cash flows relating

to proved oil and gas reserves, atendofyear . ............... $ 2,143 861 450,503 2,594,364

" Includes the effect of the Spin-off on March 2, 2006, as discussed in Note 2,

The computation of the standardized measure of discounted future net cash flows relating to proved
oil and gas reserves at December 31, 2006 was based on weighted average year-end spot natural gas prices
of approximately $5.28 per Mcf in the United States and approximately $5.05 per Mcf in Canada, and on
weighted average year-end spot liquids prices of approximately $51.69 per barrel in the United States and
approximately $48.76 per barrel in Canada.

December 31, 2005

United
States Canada Total
(In Thousands)
Standardized measure of discounted future net cash flows relating
to proved oil and gas reserves, at beginning of year. ........... $2.226,276 289,281 2,515,557
Changes resulting from:
Sales of oil and gas, net of productioncosts .................... (840,297) (149,517) (989,814)
Net changes in prices and future production costs. .............. 1,414816 206,500 1,621,316
Net changes in future development costs. . ..................... (135,308)  (14,601) (149,909)
Extensions, discoveries, and improved recovery................. 284981 214,016 498,997
Development costs incurred during the period. .. ............... 235,521 30,683 266,204
Revisions of previous quantity estimates. ...................... 209,948 (7,930) 202,018
Salesof reservesinplace........ ... . il (44,100) — (44,100)
Purchases of reservesinplace ............ .. ... 298,189 9,186 307.375
Accretion of discount on reserves at beginning of year before
T To0) 1§ = P b <= T A 296,413 34,730 331,143
Netchange in inCOMeE taXes ....vvveirien it iiiiaieerenianns. (607,237)  (98,925) (706,162)
Standardized measure of discounted future net cash flows relating
to proved oil and gas reserves, atendofyear................. $3,339202 513,423 3,852,625
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(15) SUPPLEMENTAL FINANCIAL DATA—OIL AND GAS PRODUCING ACTIVITIES (unaudited):
(Continued)

The computation of the standardized measure of discounted future net cash flows relating to proved
oil and gas reserves at December 31, 2005 was based on weighted average year-end spot natural gas prices
of approximately $8.44 per Mcf in the United States and approximately $7.78 per Mcf in Canada, and on
weighted average year-end spot liquids prices of approximately $54.03 per barrel in the Unites States and
approximately $44.34 per barrel in Canada.

December 31, 2004

United
States Canada Total
(In Thousands}

Standardized measure of discounted future net cash flows relating

to proved oil and gas reserves, at beginning of year............ $2,061,370 246,560 2,307,930
Changes resulting from:
Sales of oil and gas, net of production costs ..............coon- (702,832)  (89,001) (791,833)
Net changes in prices and future production costs............... 217917 60,660 278,577
Net changes in future development costs. . .. .....ooovniiaennnen (49,696)  (16,053)  (65,749)
Extensions, discoveries, and improved recovery................. 153,376 32,159 185,535
Development costs incurred during the period.............c.out 152,641 30,577 183,218
Revisions of previous quantity estimates. .................onnes 11,024 (21,059)  (10,035)
Sales of reserves inplace. .......ovieniiiiiiiii (90,124) (106,320) (196,444)
Purchases of reserves inplace ... 387,396 133,974 521,370
Accretion of discount on reserves at beginning of year before

TLCOMIE TAXES + vt ve v oo e e e e nnmnae e sanraaroen e s e 262,221 29,305 291,526
Net change in inCome taxes ... .....covevnierrnnracinnienans (177,017) (11,521} (188,538)
Standardized measure of discounted future net cash flows relating

to proved oil and gas reserves, at endofyear................. $2,226,276 289,281 2,515,557

The computation of the standardized measure of discounted future net cash flows relating to proved
oil and gas reserves at December 31, 2004 was based on weighted average year-end spot natural gas prices
of approximately $5.88 per Mcf in the United States and approximately $4.81 per Mcf in Canada, and on
weighted average year-end spot liquids prices of approximately $39.23 per barrel in the United States and
approximately $32.94 per barrel in Canada.




Item 9.  Changes in and Disagreements with Accountants on Accounting and Financial Disclosure.

None.

Item 9A. Controls and Procedures.
Evaluation of Disclosure Controls and Procedures,

We have established disclosure controls and procedures to ensure that material information
relating to Forest and its consolidated subsidiaries is made known to the officers who certify Forest’s
financial reports and the Board of Directors.

Our Chief Executive Officer, H. Craig Clark, and our Chief Financial Officer, David H. Keyte,
evaluated the effectiveness of our disciosure controls and procedures, as defined in Rules 13a-15(e) and
15d-15(e) under the Securities Exchange Act of 1934, as amended (the “Exchange Act”), as of the end of
the period covered by this Annual Report on Form 10-K (the “Evaluation Date”). Based on this
evaluation, they believe that as of the Evaluation Date our disclosure controls and procedures were
effective to ensure that information required to be disclosed by us in the reports we file or submit under
the Exchange Act is recorded, processed, summarized, and reported within the time periods specified in
the SEC’s rules and forms.

Changes in Internal Controls over Financial Reporting,

There has not been any change in our internal control over financial reporting that occurred
during our quarterly period ended December 31, 2006 that has materially affected, or is reasonably likely
to materially affect, our internal control over financial reporting.

Managements’ Annual Report on Internal Control over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over
financial reporting, as such term is defined in the Exchange Act, Rules 13a-15(f). Under the supervision
and with the participation of our management, including our Chief Executive Officer and Chief Financial
Ofticer, we conducted an evaluation of the effectiveness of our internal control over financial reporting
based on the framework in Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission. Based on our evaluation under the framework in /nternal
Control—Integrated Framework, our management concluded that our internal control over financial
reporting was effective as of December 31, 2006. Our management’s assessment of the effectiveness of our
internal control over financial reporting as of December 31, 2006 has been audited by Ernst & Young LLP,
an independent registered public accounting firm, as stated in their report which is included herein.

Item 9B. Other Information.

None.
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Shareholders of Forest Qil Corporation

We have audited management’s assessment, included in the accompanying Managements’ Annual Report
on Internal Control over Financial Reporting, that Forest Oil Corporation maintained effective internal
control over financial reporting as of December 31, 2006, based on criteria established in Internal
Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission (the COSO criteria). Forest Oil Corporation’s management is responsible for maintaining
effective internal control over financial reporting and for its assessment of the effectiveness of internal
control over financial reporting. Our responsibility is to express an opinion on management’s assessment
and an opinion on the effectiveness of the company’s internal control over financial reporting based on our
audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether effective internal control over financial reporting was maintained in all material
respects. Our audit included obtaining an understanding of internal control over financial reporting,
evaluating management’s assessment, testing and evaluating the design and operating effectiveness of
internal control, and performing such other procedures as we considered necessary in the circumstances.
We believe that our audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles. A company’s internal
control over financial reporting includes those policies and procedures that (1) pertain to the maintenance
of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the
assets of the company; (2) provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statemeats in accordance with generally accepted accounting principles,
and that receipts and expenditures of the company arc being made only in accordance with authorizations
of management and directors of the company; and (3) provide reasonable assurance regarding prevention
or timely detection of unauthorized acquisition, use, Or disposition of the company’s assets that could have
a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk
that controls may become inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.

In our opinion, management’s assessment that Forest Oil Corporation maintained effective internal
control over financial reporting as of December 31, 2006, is fairly stated, in all material respects, based on
the COSO criteria. Also, in our opinion, Forest Oil Corporation maintained, in all material respects,
effective internal control over financial reporting as of December 31, 2006, based on the COSO criteria.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the consolidated balance sheet of Forest Oil Corporation as of December 31, 2006,
and the related consolidated statements of operations, shareholders’ equity, and cash flows for the period
ended December 31, 2006 and our report dated February 27, 2007 expressed an unqualified opinion
thereon.

Ernst & Young LLP

Denver, Colorado
February 27, 2007




PART III
Item 10.  Directors, Executive Officers and Corporate Governance.

The names of the executive officers of Forest and their titles, ages, and biographies required by
this Item are incorporated by reference to the information set forth under the caption “Executive Officers
of Forest” included in Part I, Item 4A of this Form 10-K.

The following information will be included in Forest’s Notice of Annual Meeting of Shareholders
and Proxy Statement (the “Proxy Statement™) to be filed with the SEC within 120 days after Forest’s fiscal
year end of December 31, 2006 and is incorporated herein by reference:

* Information concerning Forest’s directors is incorporated by reference to the information under
the caption “Proposal No. 1—Election of Directors”

+ Information concerning Forest’s procedures for recommending nominees to the Board and
Forest’s Audit Committee and designated “audit committee financial expert” is set forth under
the caption “Corporate Governance Principles and Information about the Board and its
Committees”

* Information about Forest’s code of ethics for directors, officers, and employees is set forth
under the caption “Corporate Governance Principles and Information about the Board and its
Committees”

* Information about compliance with Section 16(a) of the Securities Exchange Act of 1934, as
amended, is set forth under the caption “Section 16(a) Beneficial Ownership Reporting
Compliance”

Item 11. Executive Compensation.

Information regarding Forest’s compensation of its named executive officers is set forth under the
captions “Executive Compensation” in the Proxy Statement, which information is incorporated herein by
reference. Information regarding Forest’s compensation of its directors is set forth under the caption
“Executive Compensation—Director Compensation” in the Proxy Statement, which information is
incorporated herein by reference. See also “Executive Compensation—Compensation Committee Report,
and Corporate Governance Principles and Information About the Board and Its Committees—
Compensation Committee Interlocks and Insider Participation” for additional information, which
information is incorporated herein by reference.

Item 12.  Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters.

Information regarding security ownership of certain beneficial owners, directors, and executive
officers is set forth under the caption “Common Stock Ownership of Certain Beneficial Owners and
Management” in the Proxy Statement, which information is incorporated herein by reference.

Information regarding Forest’s equity compensation plans is set forth under the caption
“Executive Compensation—Equity Compensation Plan Information” in the Proxy Statement, which
information is incorporated herein by reference.

Item 13.  Certain Relationships and Related Transactions, and Director Independence.

Information regarding certain relationships and related transactions is set forth under the caption
“Transactions with Related Persons, Promoters and Certain Control Persons” and information regarding
director independence is set forth under the caption “Corporate Governance Principles and Information
about the Board and its Committees—Board Independence” included in the Proxy Statement, which
information is incorporated herein by reference.




Item 14.

Principal Accounting Fees and Services.

Information regarding principal auditor fees and services is set forth under the captions “Principal
Accountant Fees and Services” and “Report of the Audit Committee” in the Proxy Statement, which
information is incorporated herein by reference.

PART IV
Item 15. Exhibits and Financial Statement Schedules.
(a) The foliowing documents are filed as part of this report or are incorporated by reference:

(1) Financial Statements:

1.
2.
3
4

5.
6.

Independent Auditors’ Report
Consolidated Balance Sheets—December 31, 2006 and 2005
Consolidated Statements of Operations— Years Ended December 31, 2006, 2005, and 2004

Consolidated Statements of Shareholders’ Equity—Years Ended December 31, 2006, 2005,
and 2004

Consolidated Statements of Cash Flows—Years Ended December 31, 2006, 2005, and 2004

Notes to Consolidated Financial Statements—Years Ended December 31, 2006, 2005, and
2004

(2) Financial Statement Schedules: All schedules have been omitted because the information is
either not required or is set forth in the financial statements or the notes thereto.

(3) Exhibits: See the Index of Exhibits listed in Item 15(b) hereof for a list of those exhibits filed as
part of this Form 10-K.
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(b)

Exhibit

Number

Index of Exhibits:

Description

31 Restated Certificate of Incorporation of Forest Oil Corporation dated Octaber 14, 1993,

incorporated herein by reference to Exhibit 3(i) 10 Form 10-Q for Forest Oil Corporation for
the quarter ended September 30, 1993 (File No. 0-4597).

3.2 Certificate of Amendment of the Restated Certificate of Incorporation, dated as of July 20,

1993, incorporated herein by reference to Exhibit 3(i}(a) to Form 10-Q for Forest Oil
Corporation for the quarter ended June 30, 1995 (File No. 0-4597).

3.3 Certificate of Amendment of the Certificate of Incorporation, dated as of July 26, 1995,

incorporated herein by reference to Exhibit 3(i)(b) to Form 10-Q for Forest Oil Corporation
for the quarter ended June 30, 1995 (File No. 0-4597).

34 Certificate of Amendment of the Certificate of Incorporation dated as of January 5, 1996,

incorporated herein by reference to Exhibit 3(i)(c) to Forest Oil Corporation’s Registration
Statement on Form S-2 (File No. 33-64949),

3.5 Certificate of Amendment of the Certificate of Incorporation dated as of December 7, 2000,

incorporated herein by reference to Exhibit 3(i)(d) to Form 10-K for Forest Qil Corporation
for the year ended December 31, 2000 (File No. 001-13515).

3.6 Bylaws of Forest Oil Corporation Restated as of February 14, 2001 as amended by

Amendments No. 1, No. 2 and No. 3, incorporated herein by reference to Exhibit 3.1 to
Form 10-Q for Forest Qil Corporation for the quarter ended September 30, 2004 (File
No. 001- 13515).

4.1 Indenture dated as of June 21, 2001 between Forest Oil Corporation and State Street Bank

and Trust Company, incorporated herein by reference to Exhibit 4.2 to Form 10-Q for Forest
Oil Corporation for the quarter ended June 30, 2001 (File No. 001-13515).

4.2 Indenture dated December 7, 2001 between Forest Oil Corporation and State Street Bank and

Trust Company, incorporated herein by reference to Exhibit 4.5 to Forest Oil Corporation’s
Registration Statement on Form S-4 dated February 6, 2002 (File No. 333-82254).




Exhibit

Number

43

44

4.5

46

4.7

4.8

4.9

4.10

Indenture dated as of April 25, 2002 between Forest Oil Corporation and State Street Bank

and Trust Company, incorporated herein by reference to Exhibit 4.6 to Forest Oil
Corporation’s Registration Statement on Form §-4 dated June 11, 2002 (File No. 333-90220).
Registration Rights Agreement, dated as of July 10, 2000, by and between Forest 0il
Corporation and the other signatories thereto, incorporated herein by reference to

Exhibit 4.15 to Forest Oil Corporation Registration Statement on Form 5-4, dated
November 6, 2000 (File No. 333-49376).

First Amended and Restated Rights Agreement, dated as of October 17, 2003, between Forest
il Corporation and Mellon Investor Services LLC, incorporated herein by reference to
Exhibit 4.1 to Forest Oil’s Current Report on Form 8-K, dated October 17, 2003 (File

No. 001-13515).

Mortgage, Deed of Trust, Assignment, Security Agreement, Financing Statement and Fixture
Filing from Forest Oil Corporation to Robert C. Mertensotto, trustee, and Gregory P.
Williams, trustee (Utah), and The Chase Manhattan Bank, as Globa! Administrative Agent,
dated as of December 7, 2000, incorporated herein by reference to Exhibit 4.13 to Form 10-K
for Forest Oil Corporation for the year ended December 31, 2000 (File No. 001-13515).

U.S. Credit Agreement—Amended and Restated Credit Agreement dated as of

September 28, 2004, among Forest Oil Corporation, each of the lenders that is party thereto,
Bank of America, N.A. and Citibank, N.A., as Co-Global Syndication Agents, BNP Paribas
and Harris Nesbitt Financing, Inc., as Co-U.S. Documentation Agents, and JPMorgan Chase
Bank, as Global Administrative Agent, incorporated herein by reference to Exhibit 10.1 to
Form 10-Q for Forest Qil Corporation for the quarter ended September 30, 2004 (File

No. 001-13515).

Canadian Credit Agreement—Amended and Restated Credit Agreement dated as of
September 28, 2004, among Forest Oil Corporation, each of the lenders that is party thereto,
Bank of America, N.A. and Citibank, N.A., as Co-Global Syndication Agents, BNP Paribas
and Harris Nesbitt Financing, Inc., as Co-U.S. Documentation Agents, and JPMorgan Chase
Bank, as Global Administrative Agent, incorporated herein by reference to Exhibit 10.2 to
Form 10-Q for Forest Oil Corporation for the quarter ended September 30, 2004 (File

No. 001-13515).

First Amendment to the U.S. Amended and Restated Credit Agreement, dated effective as of
October 19, 2005, among Forest Oil Corporation, each of the lenders that is a party thereto,
Bank of America, N.A, and Citibank, N.A., as Co-Global Syndication Agents, BNP Paribas
and Harris Nesbitt Financing, Inc., as Co-U.S. Documentation Agents, Bank of Montreal and
The Toronto-Dominion Bank, as Co-Canadian Documentation Agents, JPMorgan Chase
Bank, N.A., Toronto Branch, as Canadian Administrative Agent and JPMorgan Chase Bank,
N.A., as Global Administrative Agent, incorporated herein by reference to Exhibit 4.1 to
Form 10-Q for Forest Oil Corporation for the quarter ended September 30, 2005 (File

No. 001-13515).

Second Amendment to the Amended and Restated Combined Credit Agreements, dated
effective as of December 21, 2005, among Forest Oil Corporation, Canadian Forest Oil, each
of the lenders that is party thereto, Bank of America, N.A. and Citibank, N.A., as Co-Global
Syndication Agents, BNP Paribas and Harris Nesbitt Financing, Inc., as Co-U.S.
Documentation Ageats, and Bank of Montreal and The Toronto-Dominion Bank, as
Co-Canadian Documentation Agents, JPMorgan Chase Bank, N.A., Toronto Branch, as
Canadian Administrative Agent and JPMorgan Chase Bank, N.A., as Global Administrative
Agent, incorporated herein by reference to Exhibit 4.11 to Form 10-K for Forest Oil
Corporation for the year ended December 31, 2005 (File No. 001-13515).
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Exhibit

Number

4.11

4.12%

4.13%

10.1*

10.2*

10.3*

10.4*

10.5*

10.6*

10.7*

10.8*

10.9*

10.10*

Description
Third Amendment to the Amended and Restated Combined Credit Agreements, effective as

of October 31, 2006, among Forest Oil Corporation, Canadian Forest Oil Ltd., each of the
lenders that is party thereto, Bank of America, N.A. and Citibank, N.A., as Co-Global
Syndication Agents, BNP Paribas and Harris Nesbitt Financing, Inc., as Co-U.S.
Documentation Agents, Bank of Montreal and The Toronto-[Dominion Bank, as Co-Canadian
Documentation Agents, JPMorgan Chase Bank, N.A., Toronto Branch, as Canadian
Administrative Agent, and JPMorgan Chase Bank, N.A., as Global Administrative Agent,
incorporated herein by reference to Exhibit 10.1 to Form 10-Q for Forest Oil Corporation for
the quarter ended September 30, 2006 (File No. 001-13515).

First Lien Credit Agreement dated as of December 8, 2006, among Forest Alaska Operating
LLC, Forest Alaska Holding LLC, each of the lenders that is party thereto, Credit Suisse, as
Administrative Agent and Collateral Agent, Credit Suisse Securities (USA) LLC and J.P.
Morgan Securities Inc., as Co-Lead Arrangers and Joint Bookrunners, and J PMorgan Chase
Bank, N.A.,, as Syndication Agent.

Second Lien Credit Agreement dated as of December 8, 2006, among Forest Alaska
Operating LLC, Forest Alaska Holding LLC, each of the lenders that is party thereto, Credit
Suisse, as Administrative Agent and Collateral Agent, Credit Suisse Securities (USA) LLC
and J.P. Morgan Securities Inc., as Co-Lead Arrangers and Joint Bookrunners, and JPMorgan
Chase Bank, N.A., as Syndication Agent.

Forest Oil Corporation 1996 Stock Incentive Plan and Option Agreement, incorporated herein
by reference to Exhibit 4.1 to Form S-8 for Forest Oil Corporation dated June 7, 1996 (File
No. 0-4597).

First Amendment to Forest Oil Corporation 1996 Stock Incentive Plan, incorporated herein by
reference to Exhibit 10.1 to Form 10-Q for Forest Oil Corporation for the quarter ended

June 30, 2001 (File No. 001-13515).

Second Amendment to Forest Oil Corporation 1996 Stock Incentive Plan, incorporated herein
by reference to Exhibit 10.2 to Form 10-Q for Forest Oil Corporation for the quarter ended
June 30, 2001 (File No. 001-13515).

Amendment No. 3 to Forest Oil Corporation 1996 Stock Incentive Plan dated December 6,
2005, incorporated herein by reference to Exhibit 10.4 to Form 10-K for Forest Qil
Corporation for the year ended December 31, 2005 (File No. 001-13515).

Forest Oil Corporation 2001 Stock Incentive Plan, incorporated herein by reference to
Exhibit 4.1 to Form S-8 for Forest Oil Corporation dated June 6, 2001 (File No. 333-62408).
Amendment No. 1 to Forest Oil Corporation’s 2001 Stock Incentive Plan, incorporated herein
by reference to Exhibit 10.1 to Form 10-Q for Forest Oil Corporation for the quarter ended
June 30, 2003 (File No. 001-13515).

Amendment No. 2 to Forest Oil Corporation’s 2001 Stock Incentive Plan, incorporated herein
by reference to Exhibit 10.1 to Form 10-Q for Forest Qil Corporation for the quarter ended
March 31, 2004 (File No. 001-13515).

Amendment No. 3 to Forest Oil Corporation 2001 Stock Incentive Plan, dated January 10,
2006, incorporated herein by reference to Exhibit 10.8 to Form 10-K for Forest Qil
Corporation for the year ended December 31, 2005 (File No. 001-13515).

Form of Employee Stock Option Agreement, incorporated herein by reference to Exhibit 4.2
to Form 5-8 for Forest Oil Corporation dated June 6, 2001 (File No. 333-62408).

Form of Non-Employee Director Stock Option Agreement, incorporated herein by reference
to Exhibit 4.3 to Form S-8 for Forest Oil Corporation dated June 6, 2001 (File No. 333-62408).




Exhibit

Number

10.11*

10.12*

10.13*

10.14*

10.15*

10.16*

10.17*

10.18*

10.19*

10.20*

10.21*

10.22*

10.23*

10.24*

10.25*

Description
Form of Restricted Stock Agreement, incorporated herein by reference to Exhibit 10.6 to

Form 10-Q for Forest Oil Corporation for the quarter ended September 30, 2004 (File

No. 001-13515).

Form of Restricted Stock Agreement, incorporated herein by reference to Exhibit 10.12 to
Form 10-K for Forest Oil Corporation for the year ended December 31, 2005 (File

No. 001-13515).

Form of Grandfathered SVP Severance Agreement, incorporated herein by reference to
Exhibit 10.4 to Form 10-Q for Forest Qil Corporation for the quarter ended September 30,
2004 (File No. 001-13515).

Form of SVP Severance Agreement, incorporated herein by reference to Exhibit 10.3 to
Form 10-Q for Forest Oil Corporation for the quarter ended September 30, 2004 (File

No. 001-13515).

Form of VP Severance Agreement, incorporated herein by reference to Exhibit 10.5 to
Form 10-Q for Forest Oil Corporation for the quarter ended September 30, 2004 (File

No. 001-13515).

Form of Amended Grandfathered SVP Severance Agreement, incorporated herein by
reference to Exhibit 10.1 to Form 8-K dated June 10, 2005 (File No. 001-13515).

Form of Amended SVP Severance Agreement, incorporated herein by reference to

Exhibit 10.2 to Form 8-K dated June 10, 2005 (File No. 001- 13515).

Form of Amended Grandfathered VP Severance Agreement, incorporated herein by
reference to Exhibit 10.3 to Form 8-K dated June 10, 2005 (File No. 001-13515).

Form of Amended VP Severance Agreement, incorporated herein by reference to Exhibit 10.4
to Form 8-K dated June 10, 2005 (File No. 001- 13515).

Forest Oil Corporation Pension Trust Agreement dated as of January 1, 2002 by and between
Forest Qil Corporation and the trustees named therein or their successors, incorporated
herein by reference to Exhibit 10.1 to Form 10-Q for Forest Oil Corporation for the quarter
ended September 30, 2002 (File No. 001-13515).

First Amendment to Forest Oil Corporation Pension Trust Agreement as Amended and
Restated January 1, 2002, effective as of May 10, 2005, incorporated herein by reference to
Exhibit 10.1 to Form 10-Q for Forest Oil Corporation for the quarter ended June 30, 2005
(File No. 001-13515).

Second Amendment to Forest Oil Corporation Pension Trust Agreement as Amended and
Restated January 1, 2002, effective as of May 10, 2006, incorporated herein by reference to
Exhibit 10.1 to Form 10-Q for Forest Qil Corporation for the quarter ended June 30, 2006
(File No. 001-13515).

Forest Qil Corporation Amended and Restated Salary Deferral Compensation Plan,
incorporated herein by reference to Exhibit 10.3 to Form 10-Q for Forest Oil Corporation for
the quarter ended September 30, 2003 (File No. 001-13515).

Forest Oil Corporation 2005 Salary Deferred Compensation Plan, effective as of

December 31, 2004, incorporated herein by reference to Exhibit 10.24 to Form 10-K for Forest
Oil Corporation for the year ended December 31, 2004 (File No. 001-13515}.

Forest Oil Corporation Amended and Restated 2005 Salary Deferred Compensation Plan,
effective as of December 31, 2004, incorporated herein by reference to Exhibit 10.21 to
Form 10-K for Forest Oil Corporation for the year ended December 31, 2005 (File

No. 001-13515).
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Exhibit

Number

10.26*

10.27*

10.28*

10.29*

10.30*

10.31*

10.32*%

10.33*

10.34

10.35

10.36

10.37

10.38

10.39

Description
First Amendment to the Forest Oil Corporation Amended and Restated Salary Deferral

Compensation Plan, effective as of December 31, 2005, incorporated herein by reference to
Exhibit 10.22 to Form 10-K for Forest Oil Corporation for the year ended December 31, 2005
(File No. 001-13515).

Forest Qil Corporation Change of Control Deferred Compensation Plan, incorporated herein
by reference to Exhibit 10.18 to Form 10-K for Forest Oil Corporation for the year ended
December 31, 2002 (File No. 001-13515).

Forest Oil Corporation Executive Deferred Compensation Plan, effective as of July 1, 1994,
incorporated herein by reference to Exhibit 10.24 to Form 10-K for Forest Qil Corporation for
the year ended December 31, 2003 (File No. 001-13515).

First Amendment to Forest Oil Corporation Executive Deferred Compensation Plan dated
November 13, 2002, incorporated herein by reference to Exhibit 10.20 to Form 10-K for Forest
Oil Corporation for the year ended December 31, 2002 (File No. 001-13515).

Second Amendment to Forest Oil Corporation Executive Deferred Compensation Plan dated
February 3, 2003, incorporated herein by reference to Exhibit 10.21 to Form 10-K for Forest
Oil Corporation for the year ended December 31, 2002 (File No. 001-13515).

Third Amendment to Forest Oil Corporation Executive Deferred Compensation Plan dated
December 20, 2003, incorporated herein by reference to Exhibit 10.27 to Form 10-K for Forest
Oil Corporation for the year ended December 31, 2005 (File No. 001-13515).

Forest Oil Corporation Executive Deferred Compensation Plan as Amended and Restated,
effective as of January 1, 2005.

Forest Oil Corporation 2006 Annual Incentive Plan, incorporated herein by reference to
Exhibit 10.1 to Form 8-K for Forest Oil Corporation dated May 11, 2006 (File No. 001-13515).
Agreement and Plan of Merger by and among Forest Oil Corporation, MJCO Corporation
and The Houston Exploration Company dated as of January 7, 2007, incorporated herein by
reference to Exhibit 2.1 to Form 8-K for Forest Oil Corporation dated January 7, 2007 (File
No. 001-13515).

Voting Agreement dated as of January 8, 2007, by and among Forest Qil Corporation, MICO
Corporation and JANA Master Fund, Ltd., and JANA Piranha Master Fund, Ltd.,
incorporated herein by reference to Exhibit 2.2 to Form 8-K for Forest Oil Corporation dated
Janvary 7, 2007 (File No. 001-13515).

Agreement and Plan of Merger dated as of September 9, 2005 among Forest Qil Corporation,
SML Wellhead Corporation, Mariner Energy, Inc. and MEI Sub, Inc., incorporated herein by
reference to Exhibit 10.1 to Form 10-Q for Forest Oil Corporation for the quarter ended
September 30, 2005 (No. 001-13515).

Tax Sharing Agreement between Forest Oil Corporation, SML Wellhead Corporation and
Mariner Energy, Inc., dated as of September 9, 2005, incorporated herein by reference to
Exhibit 10.2 to Form 10-Q for Forest Oil Corporation for the quarter ended September 30,
2005 (File No. 001-13515).

Transition Services Agreement, dated as of September 9, 2005, berween Forest Oil
Corporation and SML Weilhead Corporation, incorporated herein by reference to

Exhibit 10.3 to Form 10-Q for Forest Oil Corporation for the quarter ended September 30,
2005 (File No. 001-13515).

Employee Benefits Agreement, dated as of September 9, 2005, between Forest Oil
Corporation and SML Wellhead Corporation, incorporated herein by reference to

Exhibit 10.4 to Form 10-Q for Forest Oil Corporation for the quarter ended September 30,
2005 (File No. 001-13515).
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r:::g;::lr Description
10.40 Distribution Agreement, dated as of September 9, 2005, between Forest Oil Corporation and
SML Wellhead Corporation, incorporated herein by reference to Exhibit 10.5 to Form 10-Q
for Forest Oil Corporation for the quarter ended September 30, 2005 (File No. 001-13515).
21.11  List of Subsidiaries of Registrant.
23.1t Consent of Ernst & Young LLP.
23.2t Consent of KPMG LLP.
233t Consent of DeGolyer and MacNaughton.
24.1% Powers of Attorney (included on the signature pages hereof).
31.1% Certification of Principal Executive Officer of Forest Oil Corporation as required by
Rule 13a-14(a) of the Securities Act of 1934.
312t Certification of Principal Financial Officer of Forest Oil Corporation as required by
Rule 13a-14(a) of the Securities Act of 1934.
32.1**  Certification of Chief Executive Officer of Forest Qil Corporation pursuant to 18 US.C.
§1350.
32.2**  Certification of Chief Financial Officer of Forest Oil Corporation pursuant to 18 US.C.
§1350.

* Contract or compensatory plan or arrangement in which directors and/or officers participate.

. Not considered to be “filed” for purposes of Section 18 of the Securities Exchange Act of 1934 or
otherwise subject to the liabilities of that section.
T Indicates Exhibits filed with this Form 10-K.
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SIGNATURES

Pursuant to the requirements of Section 13 of the Securities Exchange Act of 1934, the registrant
has duly caused this report to be signed on its behalf by the undersigned thereunto duly authorized.

Date: February 28, 2007 FOREST OIL CORPORATION
(Registrant)

By: s/ H. CRAIG CLARK

H. Craig Clark
President and Chief Executive Officer

Power of Attorney

The officers and directors of Forest Qil Corporation, whose signatures appear below, hereby
constitute and appoint H. Craig Clark, David H. Keyte, Cyrus D. Marter IV, and Victor A. Wind and each
of them (with full power to each of them to act alone), the true and lawful attorney-in-fact to sign and
execute, on behalf of the undersigned, any amendment(s) to this Form 10-K Annual Report for the year
ended December 31, 2006, and any instrument or document filed as part of, as an exhibit to or in
connection with any amendment, and each of the undersigned does hereby ratify and confirm as his own
act and deed all that said attorneys shall do or cause to be done by virtue thereof.

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed
below by the following persons on behalf of the registrant in the capacities and on the dates indicated.

Signatures Title Date
/s/ H. CRAIG CLARK President and Chief Executive Officer and February 28. 2007
H. Craig Clark Director (Principal Executive Officer) Y=
/s{ DAVID H. KEYTE Executive Vice President and Chief Financial February 28. 2007
David H. Keyte Officer (Principal Financial Officer) e
/s/ VICTOR A. WIND Corporate Controller (Principal Accounting
Victor A. Wind Officer) February 28, 2007

/s/ FORREST E. HOGLUND

Forrest E. Hoglund Chairman of the Board of Directors February 28, 2007

/sl \xli:‘lli‘;?nML]jﬁ?::g:ON Director February 28, 2007
/s/ ]ZgrR::l? - SZ:I:;?LL Director February 28, 2007
s/ C&g:zz_%g:i?“ Director February 28, 2007
/S!l[))c?dl.)ﬁ.FFr :;SrER Director February 28, 2007
B’;;ﬁ;:;ﬁi‘:iz Director February 28, 2007
/S/;:HT;S[? 'lﬁ:;}::;ER Director February 28, 2007
5/ PATRICK R. MCDONALD Director February 28, 2007

Patrick R. McDonald
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Exhibit
Number

Index to Exhibits

Description

4.12

4.13

10.32
21.1
23.1
232
233
311
312

321

322

First Lien Credit Agreement dated as of December 8, 2006, among Forest Alaska Operating
LLC, Forest Alaska Holding LLC, each of the lenders that is party thereto, Credit Suisse, as
Administrative Agent and Collateral Agent, Credit Suisse Securities (USA) LLC and J.P.
Morgan Securities {nc., as Co-Lead Arrangers and Joint Bookrunners, and JPMorgan Chase
Bank, N.A,, as Syndication Agent.

Second Lien Credit Agreement dated as of December 8, 2006, among Forest Alaska
Operating LLC, Forest Alaska Holding LLC, each of the lenders that is party thereto, Credit
Suisse, as Administrative Agent and Collateral Agent, Credit Suisse Securities (USA) LLC
and J.P. Morgan Securities Inc., as Co-Lead Arrangers and Joint Bookrunners, and
JPMorgan Chase Bank, N.A., as Syndication Agent.

Forest Oil Corporation Executive Deferred Compensation Plan as Amended and Restated,
effective as of January 1, 2005.

List of Subsidiaries of Registrant.

Consent of Ernst & Young LLP.

Consent of KPMG LLP.

Consent of DeGolyer and MacNaughton.

Certification of Principal Executive Officer of Forest Oil Corporation as required by

Rule 13a-14(a) of the Securities Act of 1934.

Certification of Principal Financial Officer of Forest Oil Corporation as required by

Rule 13a-14(a) of the Securities Act of 1934.

Certification of Chief Executive Officer of Forest Oil Corporation pursuant 1o

18 U.S.C. §1350.

Certification of Chief Financial Officer of Forest Oil Corporation pursuant to

18 U.S.C. §1350.

Furnished herewith.
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FOREST OIL CORPORATION « 707 SEVENTEENTH STREET, SUITE 3600 = DENVER, COLORADO 80202
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